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WALTON PRESENTS • • •
A New Short Intensive Course in
ADVANCED
ACCOUNTING PRINCIPLES
AND PROCEDURE
By CHARLES H. LANGER, PH.B., C.P.A.

30 Lectures
Amply
Illustrated

with
Problems
and Their

Solutions
Thirty Lesson Assignments, including
Lectures, amply illustrated, and Practical
Problems and Theory Questions. The
Author's Solutions to Problems and An
swers to Theory Questions, returned to
the Student with his Lesson Work, consti
tute a Most Valuable Part of the Course.

Constant changes in business requirements, augmented by new State and
Federal legislation and rapidly changing economic conditions, necessitate
the employment of men more highly trained in accountancy than heretofore.
Walton’s new Course in ADVANCED ACCOUNTING PRINCIPLES
AND PROCEDURE provides advanced training of a high order for those
who desire to advance along accounting lines to executive positions of
responsibility and higher remuneration and for those in public practice who
desire to pass their C.P.A. or American Institute Examinations.
The text material comprising this new course is the product of years of research
by the author, whose practical accounting and teaching experience extends
over 25 years and whose position in the field is preeminent. Every lecture
presents for the guidance of the reader the latest trends and developments
in accounting practice and procedure.
The authoritativeness of the text is materially strengthened by the citation
of a great number of legal cases and statutory laws; the legal side being
stressed because, in the final analysis, the rulings of the law govern.

Send for a Free Descriptive Folder!
It will give you a very definite idea of the scope and thoroughness of this
new Walton Advanced Course. No obligation is incurred. Mail the coupon
Now.

Other Walton Courses
CONSTRUCTIVE ACCOUNTING □
ADVANCED ACCOUNTING AND AUDITING □
COST ACCOUNTING □
BUSINESS LAW □
FEDERAL INCOME TAX ACCOUNTING □
MATHEMATICS OF ACCOUNTING AND FINANCE □
C. P. A. COACHING □

Day and Evening Classes and Home Study Instruction

Walton School
---------- Commerce----------Educational Director

Chicago

Member National Home Study Council

IF INTERESTED IN OTHER
WALTON COURSES, USE THE
LIST
ABOVE,
CHECKING
THOSE ON WHICH YOU
DESIRE INFORMATION, AND
MAIL THE COUPON

WALTON SCHOOL OF COMMERCE, 409-419 McCormick Building, Chicago

Please send me the Free folder describing your new intensive Course in ADVANCED
ACCOUNTING PRINCIPLES AND PROCEDURE and oblige.

Name........................

Address........................

City and State........................

Occupation....................................................................... Age........................
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Now Ready

FINANCIAL EXAMINATIONS
by F. W. Thornton
Well known author of many accounting texts
is an amplification of the Federal Reserve Bulletin
entitled “Verification of Financial Statements." That bul
letin was necessarily much abbreviated and provided really
an outline of procedure without any attempt to elaborate.
his book

T

Mr. Thornton has taken the various sections of the bulletin
and explained them by illustration and comment. His work con
stitutes a brief manual of audit which will make much clearer the
instructions laid down in the Federal Reserve Bulletin.

Mr. Thornton’s experience as an accountant with one of the
largest firms has given him a wide range of knowledge and a thor
ough acquaintance with modem accounting procedure. He makes
his instructions interesting and his story is told in plain straight
forward English, without obscure technical language.
The committee on publication of the American Institute of
Accountants recommends this text to all accountants and to all
who are interested in the keeping of financial records.
The book consists of two hundred ninety pages, pocket
size, bound in blue cloth which is the characteristic binding
of this company.
Orders may be addressed to the American Insti
tute Publishing Co., Inc. The price of the book
will be $2.00 delivered in the United States.

AMERICAN INSTITUTE PUBLISHING CO., INC.
135 Cedar Street, New York
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The Accountant
keeps his ear to the ground

be of keen interest to every progressive accountant. Inventory analyses and con
trol, payroll analyses, expense control, sales statistics, distribution costs, market
analyses, all may be produced as unpaid-for by-product while performing routine
accounting operations at less cost. The accountant owes it to himself to keep
advised of the latest in punched card accounting.

But the accountant is a busy man, and must depend upon his friends to keep
him advised of progress they are making in their respective lines. With due
appreciation of the accountant’s problem, Powers publishes a monthly bulletin
which it will gladly mail, currently, to the accountant. Thus the accountant may
attend to his regular functions and at the same time keep his ear to the ground.
Listen to "March of Time” every Friday 8:30 p. m.
eastern standard time over Columbia network.

POWERS
(PUNCHED

CARD)

ACCOUNTING
We DO OUR PART

MACHINES

Division of REMINGTON RAND Inc., Buffalo, New York

A complimentary SERVICE to public
and private ACCOUNTANTS. The
"Powers Reference Manual” is a loose leaf
binder and the monthly bulletin service
that tells of the latest in punched card
machines and methods. Just fill in the cou
pon, paste it to your letterhead and mail.

Please send me, with no obligation on my part, the Powers Reference
Manual and monthly Bulletin Service.

Name...........................................................................................................

Firm..................... .......................................................................................
Street...........................................................................................................

City.............................................................. State.......................................
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DUTIES OF THE

SAVE YOUR MONEY
SENIOR ACCOUNTANT

Conserve Your Sight
YOU CAN DO BOTH BY ADOPTING

BERTINE’S

Following the enormous success of Thornton and Rey

ANALYSIS PAPER
in a restful green shade that relieves eye strain,
with brown and green ruling to match. Is of

nolds’ “Duties of the Junior Accountant” a second vol
ume has been written by F. W. Thornton and is now

uniform superior quality. Also made in buff

and white. 20-lb. watermarked Volume Bond.

New low prices with samples on request.

MAIL THIS COUPON

published for the American Institute of Accountants.
It has been the good fortune of the American

~

Institute Publishing Co., Inc., to induce Mr. Thornton

J. H. BERTINE & CO.
110 Chambers Street, New York City, N. Y.

to prepare another text on the closely related subject:

Please send price list and samples of Bertine’s analysis
paper as checked below:
□ GREEN
□ BUFF
□ WHITE
3-4-7-11-14-18-21-25-28 Columns

“Duties of the Senior Accountant.” There have been

Name.................................................................

Street.................................................................

numberless requests for a book of this kind which can
be carried about without being burdensome and at
the same time can convey to the senior accountant ad

vice upon many of the points which will arise in the

The Pathfinder Service Bulletin
is mailed FREE each month to practicing public accountants who
request it on their business letterhead.

course of his work in the field and in the office.

The present book is as brief as it could possibly be

made. The author felt, no doubt, that in a book of this
kind there was no room for unnecessary verbiage. He
felt that it was his pleasure and duty to tell in a very

few words his opinion of what should be done. Those

who are familiar with Mr. Thornton’s style will remem
ber that he does not waste words. Here is a brief,

clear and most interesting series of lectures on what
PURPOSE:—To describe, discuss and explain new, efficient
forms—methods—systems—and to prove that “PATHFINDER
SERVICE” is of real value to practicing accountants who use it.
CONTENTS:—Feature articles by Public Accountants, Aud
itors, Comptrollers, and Executives. Short comments—helpful
hints—practical ideas—a little advertising—evenly mixed.
READERS:—Those who try to keep in touch with what is
new and efficient in the field of Accounting. Sample Bulletins
for the asking, and a year’s subscription FREE if you like it.

Charles R. Hadley Company
pathfinders
IN
LOOSELEAF

330 N. Los Angeles St.

SYSTEMS

the senior accountant in these modern days should do.

103 pages, cloth bound, pocket size, $1.25 de

livered in the United States.

AMERICAN INSTITUTE PUBLISHING CO., INC.

Los Angeles, Calif.

135 Cedar Street, New York
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Accounting Evolution to 1900
THE AMERICAN INSTITUTE PUBLISHING CO., INC.
takes pleasure in announcing publication of

ACCOUNTING EVOLUTION TO 1900
By A. C. LITTLETON
Professor of Accounting in the University of Illinois

history is the result
of many years of labor and research. It reviews the evo
lution of bookkeeping into accounting, beginning with
Pacioli and his school and carrying the historical analysis
down to the year 1900.
The book is in two parts. Part one devotes ten chap
ters to the evolution of double-entry bookkeeping. Part
two consists of twelve chapters which deal with the
expansion of bookkeeping into accountancy.
The treatment of the subject is original and the
text is entertainingly written.
Advance sales, following a preliminary announce
ment, have been gratifying to author and publishers.
The American Institute Publishing Co. recommends
this authoritative history and believes it will be an in
valuable addition to the library of all who desire knowl
edge of the history of accounting.
380 PAGES—CLOTH BOUND

Price delivered in the United States, $5.00
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Revised Edition!

FRAUD
ITS CONTROL THROUGH
ACCOUNTS
BY

George E. Bennett,
c.p.a.

ph.d., ll.m.,

Nearly every fraud can be prevented
by precaution. Internal check locks the door
Third Edition — September, 1928
before the horse is stolen. It minimizes ac
Second Printing — May, 1930
counting errors and generally leads to
A Newlove's
prompt detection of embezzlement.
America loses through fraud every year
Theory, Auditing and Problems
over $2,000,000,000. Nine-tenths of this
A four-volume digest of problems and ques
tions given in 955 G. P. A. examinations by
can be saved by internal check adequately
accountancy boards in 48 states; June, 1929
papers are included. Distribution is:
applied.
California..................... 39
New Jersey.................... 16
Florida.......................... 26
New York...................... 60
Illinois........................... 42
Ohio................................ 24
“Fraud, Its Control Through Ac
Indiana......................... 25
Pennsylvania................ 31
Massachusetts............. 20
Washington................... 33
Michigan....................... 23
Wisconsin...................... 18
counts,’’ by G. E. Bennett, assembles
Missouri........................ 26
Other States.................... 572
The four buckram-bound volumes contain 400
information about internal check and
problems and 5,824 questions, classified in
related groups, with lectures authenticated by
describes briefly but comprehensively ac
7,579 specific references to recognized accounting
authorities. Volume II solves problems in Volume
I; Volume IV solves problems in Volume III.
counting methods which have proved ef
Time allowances are given so problems may be
solved under C. P. A. conditions.
fective in the war against carelessness
A Golden Opportunity
and crime.
This set is almost indispensable to C. P. A.
candidates as it combines C. P. A. theory and
auditing questions with authenticated lectures,
This book was selected by the American
and classified C. P. A. problems with solutions
and time allowances.
Institute of Accountants for publication
because of its great importance. Control
FREE EXAMINATION COUPON
ii lers, bookkeepers, business executives and
THE WHITE PRESS COMPANY, INC.
Departmental Bank Bldg., Washington, D. C.
managers and professional accountants
You may send me on 5 days’ approval books checked.
.
□ Complete Set (Four Volumes, 1,871 pages), $15.00
will find this book of interest and value.
□ Volume I and Solutions (Vol. II), $7.50

C.P.A.Accounting

□ Volume III and Solutions (Vol. IV) $7.50
I agree to pay for the books or return them postpaid within
five days of receipt.

Price $1.50

pages

Signed...............................................................................................

Street...............................................
(Sent on approval only in U. S. and Canada)

American Institute Publishing Co., Inc.
135 Cedar Street, New York

Write for Illustrative Circular

___________________________________________________
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Your Accounting
and Statistical
Routines are
GEARED for TODAY'S
DEMANDS

WHEN THE ELECTRIC ACCOUNTING
METHOD COMPILES THE FACTS
OURS of labor, prices for material and selling
prices are more or less fixed, and wages and
A FURTHER AID
competitive practices are somewhat controlled, but
The advantages of International
general manufacturing expenses, selling costs and Electric Accounting and Tabu
lating Machines are obtainable
overhead are open spaces where business can con either by the installation of a
private set of equipment or by
centrate its profit-building efforts.

H

All, however, are accounting and statistical subjects
that require equal consideration, for all play a part in
the country’s move to restore prosperity . . . through
cooperation with the government in its NRA pro
gram and through achievement of individual success.
In handling the data involved, International
Electric Accounting and Tabulating Machines meet
the most exacting demands that could be imposed.
Whether applied to the preparation of reports re
quired by the NRA or to the accounting and analyti
cal work that provides executives with guiding facts,
these devices simplify procedures, speed up routines
and supply minutest details.

employing the International Tab
ulating Service Bureau.

The machines of the Bureau,
which comprise the entire line,
and the services of expert con
sultants and operators are avail
able for any particular electric
accounting procedure or all of
them . . . also for handling spe
cial jobs or all the accounting
and statistical work of a client.
Rates are moderate.

WE DO OUR PART

International Business Machines Corporation
International Electric Accounting and Tabulating Machines . . . International Time Recorders and Electric Time Systems . . . Internationa
Industrial Scales . . . Dayton Moneyweight Scales and Store Equipment . . . Electromatic Typewriters . . . Radio Typewriter Systems

Genera/ Offices
270 BROADWAY, NEW YORK, N. Y.

OFFICES AND SERVICE STATIONS IN

Business

Canadian Division
300 CAMPBELL AVE.,W.TORONTO,ONT.

ALL PRINCIPAL CITIES OF THE WORLD
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GYMNASTICS

• “So that’s why our forms wear out so fast!” And judging from the
stony countenance of Mr. Jones, this first tug-of-war will be the last.
But by eliminating athletic events during office hours, Mr. Jones will
not yet be at the root of his trouble. For even well-behaved filing
clerks and office boys are hard on forms. • The use of Stonewall or
Resolute Ledger, however, would solve his problem. For these papers,
made of tough rag fibre and selected pulp, resist the daily routine of
handling and filing; the wear and tear of bookkeeping machines. They
will give years of active service, and preserve important records for
many years more. Stonewall and Resolute are available in white,
buff and blue. Interesting portfolios of printed and ruled samples will
be sent upon request. Neenah Paper Company, Neenah, Wisconsin.

STONEWALL
RESOLUTE
-------------------------------------------------------------------------------------------------------------------- -------------------------------------------------
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How this training
meets the needs of the individual
of the interesting fea one-half his lessons to cover
tures of the course in subjects pertaining to work in
ONE
Accounting offered by thewhich he is most interested.
International Accountants
Society, Inc., is its wide
range of selectivity, which
affords the student specialized
instruction.
The chart shows how the
student can select more than

This elective feature enables
the student to progress di
rectly to a specific goal. After
attaining his goal, he can
broaden his knowledge by pro
ceeding with the study of the
remaining subjects.

Upon request, we will gladly mail our booklet, "How to Learn Accounting,” to anyone who is interested in obtaining full information
regarding I. A. S. training. Address the International Accountants
Society, Inc., 3411 South Michigan Avenue, Chicago, Illinois.

International
Accountants Society, Inc.
A Division of the

ALEXANDER HAMILTON INSTITUTE
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Eliminates needless motions..
that tire typists and

slow up production
THE MOTOR RETURNS
THE CARRIAGE
A mere touch of the ‘ ‘ return" ’ key,
which is conveniently located on
the keyboard, causes the motor to
return the carriage to the starting
position, or to any predetermined
intermediate point. Spacing to the
next writing line is automatic . . .
and accurate.

THE MOTOR SHIFTS
TO CAPITALS
A light depression of the “shift”
key (normally used to shift the
platen manually) causes the motor
to shift the platen instantly to the
upper position. Thus, “shifting”
is instantaneous, light and easy
. . . the motor does the work.

The keyboard is standard—there is no new touch to learn

With the Burroughs Electric Car
riage Typewriter it is no longer
necessary for the typist to stop at the
end of each line . . . remove her hand
from the keyboard . . . push the carriage
back . . . and then relocate her hands to
writing position. A light touch of the
Carriage Return Key replaces all these
wasteful motions.

This most modern of all
typewriters is backed by
Burroughs’ own worldwide
service organization which
has, for so many years, kept
all types of Burroughs elec
trically controlled machines
in continuous and profitable

operation. See this new machine . . .
examine its new features and advantages
. . . have it demonstrated on your own
work, in your own place of business.
Or write for an illustrated, descriptive
folder to the Burroughs Adding NRA
Machine Company, 6401 Second
Boulevard, Detroit, Michigan.

BURROUGHS

TYPEWRITER
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EDITORIAL
One of the most interesting and intricate
problems that have arisen from our
national departure from the gold standard is the question of the
valuation of assets. Its complications are almost limitless, and
if the accountant is to be absolutely logical he will probably find
himself confronted with the necessity of building up a scheme of
dating which in the last analysis will be based upon the standard
from which we have departed. For example, if accounts re
ceivable are payable in dollars, in order to be accurate we must
know the date when the dollars are paid so that we may ascertain
the worth of the dollar itself at the moment of payment. In
ventories if valued at cost or market, whichever is lower, must
be further classified by cost at the date of purchase in dollars of
that date or by market at the date of valuation in dollars of
that date. If an item in the inventory cost $100 at March 4,
1932, it may be regarded as worth $100 in gold, for at that time
we still clung to the gold standard. Today the same item may be
worth $100 according to the market value, but in reality, if we
revert to the consideration of the gold standard, it will be worth
only $70 of gold. To add further confusion to the question, let
us suppose that the item which was purchased on March 4, 1932,
for $100 is worth in the present market $130 at seventy cents
gold to the dollar. Which is lower, cost or market? Again,
is it just and fair to carry at par even government securities
issued prior to March 4, 1932, bearing the gold payment clause
and purchased, let us say, on March 1, 1932? Is it fair to carry
such assets, which are selling today at 102, as though they repre321
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sented a market price higher than cost? It has been announced
that the government will repudiate the gold clause of its bonds
and many people believe that this is not only unnecessary but
altogether unworthy of a great nation. If the repudiation of the
gold clause is to be upheld by the courts, where it will ulti
mately be tested, it is quite certain that market prices today are
much lower than cost and consequently the true worth of what
was supposed to be the highest quality of security is at substan
tially less than cost, and there has been a net loss of approxi
mately 30 per cent.
How much further the decline of the
gold worth of the dollar will go it is
impossible to foretell. If inflation be avoided there may be some
reason to believe that we have reached the depths and that the
dollar will have real value of greater amount than at present.
Then, again, there is the question to what extent the present
enormous advance in gold mining stocks should be reflected in
the accounts when it is known that if the nation returns to sound
money there will be a sharp decline in the dollar value of gold.
The whole thing is so intensely problematic—we are wandering
in such utter darkness, that even the most confirmed advocate
of the present policies must stand aghast. All this illustrates
with peculiar force the futility of attempting to regulate values
by legislation. Of course, it is being said by some theorists that
the gold standard really has no meaning. We are concerned
purely with dollars. We buy so much material for so many
dollars, and we sell such and such goods for so many dollars, and
it makes no difference whether the dollar is worth one cent in
gold or 100 cents. This might be true if there were only one
nation in the world. It might even be approximately true if
any nation were entirely self-contained. If the people of such a
nation desired to have a standard of currency based upon sea
shells or wampum it would be fair to all concerned, provided
everybody was willing to accept and to pay in the chosen medium
of exchange. But this is not so. The gold standard is admit
tedly imperfect. No one has ever claimed that it satisfied every
requirement of sound economic theory, but on the other hand
no one has ever suggested a standard which has worked half so
well, and, in the absence of perfection, it is wise to accept what
approaches nearest to perfection.
322
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Editorial
We believe that there was never any
necessity at all for America to depart
from the gold standard. The decision
to do so was prompted, no doubt, by a hope that a little more
flexibility in standards would lead to a greater activity in busi
ness. The only result which has been evident to most of us is
the advance in the dollar cost of everything, while the number of
dollars received has remained stationary or even has declined.
There have been some advances in wages, but these are much
more than offset by shorter hours, changes in numbers of em
ployees and the grievous uncertainty which always prevails
when no one really knows what anything is worth. We are in
a condition somewhat like that familiar to the residents of China
where there are many currencies and many standards. It is
possible to start out in the morning with $100 of “big money”
and to spend $20, receiving in change more than a hundred
dollars of “little money.” Perhaps here we shall come to the
practice of saying that we have bought in dollars of August 31st
and sold in dollars of September 1st—which may be two different
kinds of dollars. Accountants are supposed to enjoy the ravel
ing of difficult financial tangles. If that be true, accountants
should now be the happiest men in the world for they have knots
before them which seem to be hopelessly complex. And the
whole difficulty is worse confounded by the impossibility of fore
seeing a day ahead. It will not be an easy matter to return to
the gold standard and to say that the dollar again is worth a
hundred cents in gold. It may never return to such a basis of
valuation. If it were stabilized at today’s gold valuation there
would be a loss of about thirty per cent. of our capital—there
are, it is said, still a few people who have capital. We should go
through the same tragic experience as that which befell in Ger
many and France and Italy when the currencies were pegged at
a given point far below the original gold value. There is serious
talk today of an early return to gold as a standard in Great
Britain, but few believe that it will be possible to regard the
English pound as the equivalent of $4.86 cents in gold. More
probably the point of stabilization will be somewhere in the
neighborhood of $4.00 in gold. If this be true there will be a
reduction of capital in Great Britain of somewhat less than twenty
per cent., and if we are to stabilize at seventy per cent. of the
old value, we shall be losing, as we have said, thirty per cent.
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The saddest part of it all is that it was

The Gold Standard
Might Have Prevailed not necessary. Many people are say

ing that they honestly believe that
the depth of the depression was encountered somewhere in the
spring of 1932 and that business from that time showed genuine
signs of improvement. Then we began to deal in theory in the
hope of accelerating the resumption of activity, and today, while
the number of dollars changing hands is greater, there is a doubt
whether actually we have advanced or not. It is all quite be
yond the realm of ordinary comprehension. Perhaps there is
some one who understands the true significance, but his voice
has not been heard. After the world war nearly every economist
and the great majority of business men were quite confident that
we should never return to the dollar of 1913. They maintained
that the purchasing power of the dollar would never rise so
high again; yet we did go back to the 1913 dollar and somewhat
beyond it. Now every one is saying that we shall never return
to the dollar worth a hundred golden cents. It seems almost
too much to expect, and yet, with a true faith in the recuperative
power of America, we predict that whatever the pain and travail
of the way back to stability, we shall endure it and somehow in
some good day we shall be as we were before we listened so credu
lously to alluring theories.
The American City for August, 1933,
under the general heading, “Forward
Steps,” contains a brief article by George
C. S. Benson of the Harvard bureau of research of municipal
government, which says, in part, “though the depression has
shown us that American cities are conducted on a higher ethical
plane and fulfill more important purposes in the communities
than private business, it has also taught us the need of efficient
and business-like government to avoid heavy tax rates.” The
author then describes briefly the plan for the audit of municipali
ties in Massachusetts. At the conclusion he says:

Governments Under
Audit

“The audit has been kept free of politics. Auditors do not
work on their own cities. Payments may be questioned but
can not be disallowed by the auditor as in England, so it is up
to the city to wash its own dirty linen. Almost the strongest
critical language used in the auditors’ reports is: ‘This balancesheet shows the financial condition of the city to be such as to
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require the serious consideration of the mayor and city govern
ment if the credit of the city is to be maintained and busi
ness carried on in a legal manner. Further conclusions are
to be drawn by the city council or by the voters at the next
election.’
“Education is one of the greatest values of the state audit.
Recommendations for bookkeeping improvements are to be found
in every report, while unwise practices, like viewing a credit bal
ance in surplus as available for expenditures, have been stopped.
Turning all cash receipts into the treasury, collection of long
overdue taxes or bills and other sane practices are regularly ad
vised. As the knowledge of the auditor’s helpfulness spreads, a
steady stream of municipal officials telephone or call at the state
house for advice on finances.
“The accounting system ties in with reports of municipal
finances, which are among the most useful and reliable in the
country and which fit the census bureau classification. Thus
political statisticians as well as municipal officials, councilmen,
city creditors, find the work of value.”
The arguments adduced in the article
from which we have quoted will, it is
hoped, appeal to taxpayers throughout
the country. At the present time the burden of taxation, es
pecially in certain kinds of business, is almost unbearable, and
many industrial undertakings are at the verge of closing down
because of taxation which they consider practically confiscatory.
It has been said by nearly every public speaker that the greatest
need for reform in this country is the avoidance of unnecessary
taxation—taxation which is due in great part to the extravagant
manner of conducting the business of most of our municipalities
and states. There has been such a welter of graft and corruption
that the money required to carry on government, with all its
accretions of political crookedness, makes it almost imperative
to levy taxes which are destructive. Every one of these public
speakers has pointed out that if we could avoid all the waste and
wickedness of administration our taxes could be reduced to an
amount which would be easily borne and the whole business of
the country would profit thereby. The only sufferer would be
the grafter whose sources of revenue would be cut off at the foun
tain head. Everybody knows these things but nobody succeeds
in doing anything about them. The ramifications of political or
ganization are so far reaching and all embracing that it seems im
possible to effect reform. In such circumstances the auditor’s
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opportunity to assist the whole nation is unparalleled. If the
taxpayers would insist upon adequate and not purely perfunc
tory audit, often by incompetent favorites of the powers, the evils
of our system of government would be exposed and sooner or
later the public would arise and demand that there be an end.
The public can do exactly that, and, if its voice is sufficiently
loud and continuing, there will be a cleansing of the stables which
will hasten, more than any other one thing could hasten, the
return of prosperity.

Naturally the detail of economy can not
be understood by every citizen; conse
quently in business there is demand for
lawyers, accountants, engineers and the like to supply the needed
technical advice. For example, the enormous growth of account
ing practice in the last fifty years has demonstrated that expert
knowledge is now considered indispensable. As a result there
have been great savings in the conduct of every important busi
ness and the volume of transactions—leaving out of the count,
for the time being, the present abnormal depression—has been
altogether astonishing. And yet, in spite of this obvious lesson,
the conduct of government, generally speaking, is in the hands of
inexperienced, incompetent and often criminal elements. The
government of this country is the greatest business enterprise in
the land. It has often been carried on in a way that would
bring disgrace and ruin to any private enterprise. Until recent
years there has been an almost utter lack of common business
principles and the expenditures of money have been made with
out thought of the past, the present or the future of the people
who provide the money. Of course, it is the fault of the voters
themselves for electing the kind of people which fills so great
a part of our administrative personnel, but that is a condition
which has prevailed among so-called “free people” from the
beginning of popular government. Probably it will be many
years before the electorate can be educated to the purely selfish
gospel of protecting its own interests. Voters will still prefer to
be made the tools for building political careers and will not quickly
learn that every inefficient legislator is a direct expense to every
voter. It will be far easier to educate the public to the desir
ability of careful and intelligent investigation of the conduct of
government.
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What has been done in Massachusetts
and other states is only a beginning.
It has not brought in the millennium,
but it may be an entering wedge and as such it is to be welcomed
wholeheartedly. If the Massachusetts plan were adopted in every
commonwealth from sea to sea there would be far less dissipation
of the public’s money. Even a politician—using the word in its
ordinary acceptation of today—will think twice before he embarks
upon expenditures for unworthy purposes if he knows that there
is to be an exposition of the whole working of his plan. In this
the accountant is the prime factor. We hope that the time will
come ere long when all municipal, county, state and federal ex
penditures and budgets will be under the scrutiny of professional
accountants, selected not by personal influence but upon the score
of established reputation for integrity and capability. It will be
a long road to the goal but every step brings us a little nearer.
Furthermore, in the present conditions of excessive taxation and
sadly depleted activity, the significance and effect of malign ad
ministration are more evident than they would be in times of
prosperity. When everything is smiling and money is easily made
it is also spent without much difficulty, and no one bothers him
self about a dollar here or a thousand dollars there. Those are
the good days for the politician. Perhaps if the depression be
effective in arousing public opinion, it will be worth while. Cer
tainly, during the heyday after the war we gave carte blanche to
political greed and extortion. We were so busy making dollars
ourselves that we did not grudge the political leech his drop of
blood. Now we are anaemic and we can not stand much more
exhaustion of our veins.
The Time for
Reform

The recent action of the New York
stock exchange in preparing to leave
the state of New York and establish
itself in the neighboring state of New Jersey because of an avowed
intention to impose intolerable taxes upon the brokerage business
is an example of what can be done by the oppressed taxpayer.
It may be said that the men of Wall Street have such prestige
and so much wealth at their command that they are in a more
fortunate position than most of us to insist upon relief from politi
cal oppression, but that is only partly true. The voice of the
people, when it is known to be representative of most of the
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people, will convince even the hardened demagogue that the time
has come for a change of procedure.
Recent newspaper reports indicate one
of the worst results of calling for bids
for professional work. The case in
question was one which arose from a desire to investigate certain
banking conditions in one of the western states. The work was
finally awarded to a firm which had submitted a bid "not to
exceed $50,000.” (The figures in these notes are fictitious but the
ratio is correct.) It will be noted that this was not a flat-rate
quotation and apparently it was based upon a preliminary exam
ination which had induced the firm to believe that, at the most,
the fees properly to be earned would come within the figure men
tioned. Possibly the figure was regarded as sufficiently large to
take care of any extraordinary developments which might occur
during the progress of the work. The noteworthy point about the
whole case is the range of quotations. The lowest bid was for
$29,500; the highest for $110,000. All the firms which submitted
offers were engaged in practice in the state in which the investiga
tion was to be made and presumably their salary rates and other
costs were similar. The difference between the lowest and the
highest must, therefore, have been attributable to an absolute
lack of knowledge of what was to be done or an eagerness on the
part of the lower bidders to have something to do, even at a loss.
If we are to assume that one firm could have conducted the inves
tigation for $29,500, what shall be said of the margin of profit
which the $110,000 bidder wanted to receive? This brings into
clear view the absurdity of bidding for professional work. Even
if the exact length of time required for the work had been known
there would probably have been a wide spread between the low
and the high price, but we doubt if there would have been so
unreasonable a difference. We are brought back, therefore, to
the conclusion that the bidding was blindly done in many cases.
On the other hand, if the work had been assigned to a firm selected
solely because of its ability and reputation, the cost might have
been less or greater, but, in any case, it would have been fairly
computed. If the firm which quoted the low rate had been
awarded the contract, it would probably have lost an enormous
amount of money. If the high bidder had succeeded, he would
probably have made a very handsome profit. If an accounting
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firm or a firm of lawyers or engineers is worthy to undertake pro
fessional work, it certainly can be trusted to charge a fair fee.
If it can not be so trusted it should never be selected at all. Con
sequently, bidding works to disadvantage of everyone, and the
time will probably come before long when accountants will do as
the engineers in some parts of the country have done: adopt a rule
that they will not bid. If no bids had been submitted in the pres
ent case it would have been necessary to place the work without
respect to the eagerness of any accountant to obtain it and there
would have been good work, a fair fee and every one would have
been satisfied. Fortunately, there seems to have been a disposi
tion to pay little attention to the bids offered, because the selec
tion of a fee about half way between low and high must have been
dictated by a feeling that the firm selected was well fitted to under
take the work. Nevertheless, the principle remains unchanged.

A firm of accountants has recently dis
tributed a circular letter emphasizing its
peculiar abilities to handle all sorts of business, especially the pre
paration and “coordination” of security issues. In the course of
the letter it is said that, as the office of the concern is centrally
situated, any part of the United States can be reached in a few
hours by ’plane, thus eliminating the necessity and expense of
branch offices and enabling the firm to give its clients more effi
cient service at less cost. Apparently accountancy is on the air—
that is to say, that sort of accountancy. Such advertising is
peculiarly objectionable, but there is an element of humor in it
which will appeal to every business man. No doubt it will defeat
its own purpose. We can not imagine an executive officer who
would be greatly influenced by a statement that flying is possible;
but this incident only serves to illustrate the silly futility of all such
attempts to conduct practice in an unethical way. The circular
letter from which we have quoted should be referred to the con
sideration of the constantly dwindling number of accountants who
still profess to believe that the rule against advertisement is unjust.

Up in the Air

A correspondent who has been visiting in a great western city
reports that in the dining room of his hotel he read, “Entries
cooked to order.” He hastens to assure us that this had nothing
whatever to do with the accounting department but appeared on
the menu.
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*
By Anson Herrick
The question of the accuracy of much of the present practice
relating to the classification of current assets and liabilities has
long interested me and it is my purpose in this paper to advocate
certain principles which it is believed should affect the question.
It is hoped that these principles will be found sufficiently sound
to be the bases for more satisfactory definitions of the terms
"current assets" and "current liabilities" or else that their presen
tation will promote thoughtful discussion leading to ultimate
solution of the controversial questions which may be developed.
If this paper does no more than demonstrate that present practice
contains inconsistencies and justifies study and improvement its
preparation will have been justified.
This discussion of the subject will avoid matters of valuation
and will be directed only to the question of what should be in
cluded within or excluded from the current section of the balancesheet. I believe this question to be of considerable importance
because of existing variations of opinion and lack of uniformity
of practice resulting from the absence of well founded or generally
accepted rules. Such rules as there are have been developed
from arbitrary standards generally determined by bank credit
officers, whose view naturally is restricted to matters primarily
involved with the determination of credit risk. If the only
purpose of a balance-sheet were the development of credit-risk
data, it would be appropriate to look only to the rules adopted
by the banks if such rules, in codified or universally accepted
form, could be found. However, balance-sheets usually are not
restricted in purpose, and universally accepted bank rules do not
exist. On the contrary, there seems to be considerable diver
gence of opinion among banks as to what does or does not con
stitute a current asset or a current liability. Accordingly, if
well founded rules are desirable, it seems appropriate for the ac
counting profession to undertake their formulation.
While it does not follow that we necessarily should conform to
rules or principles advocated by banks, it is true that the credit
* An address delivered at the annual meeting of the American Institute of Accountants at
New Orleans, Oct. 18, 1933.

330

Current Assets and Liabilities
element in relation to balance-sheet preparation is an important
factor and such settled views as bankers may have developed call
for great consideration. To determine if sufficient uniformity of
view existed among the banking fraternity to indicate accepted
principles or settled practices, I prepared a series of questions
which I addressed to the credit officers of a number of the larger
banks, selecting, where I had the information, those officers who
were active in the work of the Robert Morris Associates. I have
been gratified both at the uniformly indicated desire to cooperate
and at the evident recognition of the importance of the subject. I
addressed sixteen questionnaires and received thirteen replies of
which one discussed the subject generally so that I only can tabu
late the responses with respect to twelve. The locations of the
twelve banks from the senior credit officers of which responses
were received are as follows:
California...........
Washington....
New York..........

2
2
2

Missouri.............
Virginia..............
Minnesota..........

1
1
1

Oklahoma..............
Massachusetts....
Illinois....................

1
1
1

The following tabulation states briefly the questions pro
pounded and indicates the substance of the replies received:
Responses

Questions

Yes

No

1. Should current assets include:
(a) Collectible trade notes and ac
counts due beyond 12 months
(b) Collectible non-trade notes and
accounts........................

4

8

5

7

10

1

3

8

1

11

3

5

7

4

(c) All merchandise, work in process
and raw materials even if the
conversion period is more than
12 months....................
(d) Life insurance cash-surrender
value..............................

(e) Prepaid expenses (exclusive of
deferred charges).............
(f) Marketable securities purchased
for long-term investment....
2. Is marketability the sole test of cur
rent classification of securities. . .
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Notes
2 affirmative answers
include reservations.
1 affirmative and 3 negative answers include
reservations.
1 failed to answer. 3
answers include res
ervations.
1 failed to answer. 1
negative answer in
cludes qualification.
4 negative answers include qualification.
4 failed to answer.

1 answer states govern
ment bonds only se
curity entitled to cur
rent classification.
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Responses
Questions

Yes

No

3. Should current liabilities include:
(a) All term debt instalments due
within 12 months........
12
(b) Trade notes payable due beyond
12 months....................
1
11
(c) Provision for accrued portion of
prospective regular dividends
3
8
not yet declared..........
(d) Provision for contractual ob
ligations for capital expendi
tures ..............................
5
6
4. What importance has the current
ratio as a credit determining factor

Notes

1 answer not clear

1 answer not clear

7 state, merely one of
several.
4 state, important or
most important.
1 states, small impor
tance.

(The questions recited above are abbreviations of the full questions and
connected explanations actually sent out. In nearly all cases, as was to be
expected, the answers were not categorical and in some instances it was neces
sary to deduce, for purposes of the tabulation, what the direct answers would
have been. Accordingly, there may be instances in which the deductions are
not accurately reflective of the views intended to be indicated.)

The above tabulation presents a variation of views that indicates
absence of generally accepted rules or principles. In the case of
only four of the twelve questions is there uniformity or approxi
mate uniformity of opinion, and in three of these cases I believe
the answers clearly are unsupportable upon logical grounds and in
any event, in instances, are inconsistent with other views ex
pressed. Eight replies held that there was no requirement for
recognizing as a current liability the accrued portion of prospec
tive regular dividends not yet declared, but every reply held that
current liabilities should include all term debt instalments due
within twelve months, regardless of circumstances. Theoreti
cally, the requirement of cash withdrawal for prospective pre
ferred or other regular dividends is a contingency until the
dividend has been actually declared but, except in these days of
depression, the requirement of such withdrawals, for preferred
dividends at least, is sufficiently definite to call for recognition.
In the case of term debt instalments the uniformity of view that
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they must be included probably arises from the fact that they are
existing liabilities, and any inconsistency with the contrary view
that dividends do not require recognition may be denied upon
that ground or upon the ground that in the case of dividends the
wherewithal to make the payment will arise through future earn
ings. But that may be true only in part and the same claim
usually can be made in the case of term debt instalments. In
that case not only the profits but realization through depreciation
or depletion may be relied upon as a source of payment. Here
is a clear case of inconsistency. To follow the bank rule indi
cated by the above tabulation, a preferred dividend payable on
January 31st for the preceding six months period is not required
to be shown as a current liability, if not declared prior to Decem
ber 31st, even though 5-6ths of its amount is supposed to have
been earned and constitutes in effect a lien on the existing current
assets. On the other hand, the bank rule requires that a term
debt instalment due twelve months after the balance-sheet date
must be included as a current liability even though its payment
will be provided from funds to be accumulated by the operations
of the intervening period. Justifiable reasons for the variation
of view do not appear. There is no more reason for including in
current liabilities all term debt instalments due within twelve
months than there is in requiring that all bond interest payable
within a similar period must be shown as a liability in advance of
its accrual.
Inconsistency is again exhibited in the answers to questions 1c,
la and 3b. In the first, it is the practically unanimous view that
all merchandise, work in process and raw materials should be in
cluded within current assets even though it is clear that realization
will not be effected within twelve months. But when the mer
chandise has been changed into accounts receivable it then is the
majority opinion that realization within a year is essential to
current classification. In the case of question 3b it was the nearly
uniform opinion that liabilities arising out of trading transactions
should not be included within current liabilities where circum
stances had led to a deferring of the due dates beyond the magic
twelve-month period. This view appears to ignore the fact that
in instances it might result in including merchandise as a current
asset while excluding its cost from current liabilities.
I have not circularized accountants as I did bankers but my fre
quent discussion with them has evidenced variations of opinion
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quite comparable to variations between bank credit officers.
Certainly there is no uniformity of opinion.
Joining the views revealed by various discussions with bankers
and accountants upon this subject with the specific answers in
response to my queries and the general views expressed, it seems
fair to say that the present conception of current assets and
liabilities may be stated as follows:
Current assets include those which normally will be converted
into cash within twelve months or may be quickly converted, and
current liabilities include all determined liabilities as at the date
of the statement which will require payment within a twelve
month period.

It seems to be the desire of the banks, and I have heard it so
stated, that there be shown, on the one hand, all existing liabilities
which the enterprise may be called upon to pay within the ensuing
year and, on the other, the assets available for such requirement.
On the one hand they view the statement from the standpoint of
liquidation while on the other they recognize the fact of continuing
operation in permitting the use of going concern values. It is not
unnatural that the attempt to satisfy these conflicting require
ments has resulted in an uncertain and variable practice.
The practice which has developed in these circumstances, fre
quently but not always, is neither consistent, logical nor fair,
often exhibiting an incorrectly favorable current ratio or incor
rectly impairing the ratio. It is a practice which may result in
incorrect variations between the current ratio and the amount of
net current assets at different dates thus indicating an improving
or a retrograde situation not in accord with the facts. It ex
cludes liabilities which, in effect, are liens upon existing current
assets, such as the accrued portion of prospective preferred or
other regular dividends and, occasionally, accrued interest or
similar charges. On the other hand, it includes as current liabili
ties items which will not be paid from existing current assets and
constitute no lien against them, such as term debt instalments due
to be paid, at least in part, out of the realization upon capital
assets through depreciation or depletion during an ensuing period.
It includes as current assets marketable securities, on the ground
that they are realizable, regardless of whether they may be held as
long-term investments for income or as protections against unin
sured losses or whether their availability of use for current liability
liquidation would exist only in case of emergency not requiring
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consideration in reference to the ordinary balance-sheet. Prepaid
expenses (not deferred charges) are excluded from current assets,
notwithstanding that their conversion into cash may be more cer
tain and rapid than will be true of much of the merchandise.
Many may claim that the foregoing is hypocritical and unduly
technical. To the extent that this may be true it is justified by
the necessity of demonstrating that such rules as may be said to
exist are arbitrary, in some instances inconsistent, and in others
not productive of logical results. It should not be inferred that
the present practices are considered wholly erroneous, for such is
not the case. But, inconsistency and opportunity for important
variations of opinions and practices do exist. It should be con
ceded that their elimination is desirable and that an attempt
toward that end is justified and important.
In any serious consideration of the question of what should be
embraced by the current section of the balance-sheet, it is de
sirable to consider the subject in its theoretical aspect. If it can
be determined from a purely theoretical standpoint what should
or should not be embraced, then a sound basis will have been
established and the group limits thus determined may be in
creased or decreased to suit desirable practice or the requirements
of particular purposes.
All of the capital invested in any enterprise is divisible into two
and often three parts. The first is that capital which is invested
in working assets; the second that which is employed in fixed
properties, tangible or intangible; and the third, that capital
which sometimes is invested for income or other purpose in prop
erty not essential to the continuance of the business operations.
Working capital represents that portion of the total capital which
is invested, or is available for investment, in those assets which
comprise a necessary part of the trading or operating cycle of an
enterprise, those assets in which an enterprise operates as opposed
to those with which it operates. Part of the total capital required
for the operations is obtained by the use of credit, either of neces
sity or as a convenience, and the liabilities so incurred constitute,
in effect, a lien against the working assets, and the working capi
tal, as the term is here used, represents only the excess of the total
of working assets over the connected or working liabilities.
The usual conception of current assets and current liabilities
squares in general with working assets and working liabilities and
net current assets are generally considered as the measure of the
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working capital. However, exceptions sometimes result in im
portant variation between net current assets as determined in
practice and true net working capital, and the variation usually
is sufficient to impair the significance of the so-called current
ratio. Working capital has a definite meaning and a significant
relationship to total capital. Its determination, either in theory
or practice, leaves small room for variations of opinion. Net
current assets as now generally developed sometimes coincide
with working capital. The question naturally arises as to whether
the inconsistencies and uncertainties of present practice would
not be eliminated by the adoption of a rule that current assets
and liabilities should be the same as working assets and liabilities
and that net current assets should always reflect the amount of
working capital. I shall take as a premise that such should be
the case and shall discuss the ends to which it will lead, as well as
the element of practicability, as it concerns general in addition
to bank credit data requirements. (It is observed that the term
working assets here is given a broader meaning than is warranted
by the common definition.)
Proceeding from the foregoing premise, current assets should be
those which are necessary or incidental to the operating cycle of
an enterprise—exclusive of any part of properties subject to
depreciation or depletion—together with those assets which are
available for such use; while current liabilities should be those
which are a natural consequence or incident of the trading cycle or
otherwise constitute, in effect, liens upon existing current assets in
that their liquidation will be provided by their natural conversion.
With this broad definition in mind, current assets and liabilities
will be found to embrace the following elements:
Current Liabilities

Current Assets
(1) Cash, other than balances obli
gated or earmarked for pur
poses other than operations.
(2) Trade notes and accounts receiva
ble.

(3) Inventories, and advances for the
purchase of stock in trade, raw
materials, manufacturing sup
plies and products in process of
production.

(1) Cash borrowed
purposes.

for

operating

(2) Notes and accounts payable for
materials, merchandise, services
and expenses and interest ac
crued thereon.
(3) Interest and redemption or sink
ing-fund payments upon funded
debt to the extent that such
have accrued.
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Current Assets
(4) Materials on hand and services
purchased but not yet received,
comprising elements of operat
ing cost, such as operating and
repair materials and prepaid ex
penses currently realizable in the
natural course of operations.
(5) Other assets available of use for
normal operating purposes such
as—
(a) Notes and accounts receiva
ble, other than those result
ing from operations, which
automatically
will,
or
promptly can, be converted
into cash free for operating
use.
(b) Securities or other property
which represent invest
ments of free cash and are
convertible quickly into
cash, exclusive of securities
held for purpose of control,
business advantage, income
production or investment of
surplus reserves.

Current Liabilities
(4) Other notes and accounts payable
due at such a date as to require
payment out of existing current
assets or the proceeds thereof.

The following discussion of these elements, developed by the
theoretical approach, will embrace such points of conflict as there
may be with present practices.
While all cash is generally assumed, without question, to be a
current asset, this is not always true. An evident exception
would be an instance of funds obtained from the sale of securities
or from long-term borrowings for use only in the acquirement of
fixed assets. A less evident exception would be a case in which a
part in fact is earmarked for investment in an insurance reserve
fund. The determining factor should be whether any part of the
total cash was not normally usable for operating or working capi
tal purposes. The absence of legal bar to its employment for the
liquidation of any debt should not determine the point, though
the existence of such a bar, as might be the case in the first illus
tration, would definitely preclude a current classification.
While situations are infrequent in which some part of the cash
is not a current asset, they do occur. While not now imminent,
the time again will come in which stocks and bonds will be sold to
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produce funds for capital expenditures and rules should be
adopted to militate against the misleading practice, so frequent in
the past, of bolstering up the current assets and current ratio
with cash balances more correctly belonging in the capital section.
The question sometimes arises as to whether dividends, bond
interest or other special payments due for payment upon the day
following the balance-sheet date should be treated as a deduction
from the cash balance. Assuming full disclosure, such a proce
dure is believed to be supportable because, owing to the nature of
such liabilities, an equal part of the cash correctly represents an
accumulation for the particular purpose. The question, however,
does not affect the showing of net current assets—working capital
—and circumstances should determine the preferable procedure in
each case. But the propriety of deducting such liabilities from
cash balances must not be construed as justifying a similar proce
dure in the case of general notes or accounts payable, even though
similarly due on the day following the balance-sheet date. The
character of such liabilities is distinct from dividends and bond
interest. In the former the funds necessary to make the payment
may be replaced normally by incurring similar debts, while in
the latter case the funds required may be replaced only by future
operations or by the incurring of a liability of a different character.
Accounts or notes arising from the sale of merchandise or serv
ice are a necessary element of the operating cycle. Their current
asset position is not open to question, it being understood of
course that they should be stated at their fair realizable value by
the elimination of uncollectible accounts and the provision of col
lection loss reserves. The date of prospective collection might be
argued to be not material on the ground that an account or note,
assured of ultimate collectibility, continues to remain a part of the
working capital until collected. But such a view is not correct.
Strictly speaking, accounts and notes not assured of collection
within the normal period established by the terms of sale become
lost to working capital regardless of prospective ultimate col
lectibility. But so to provide would produce practical difficulties
not justified by practical advantages and it becomes necessary, or
at least desirable, to recognize that a large part of trade accounts
will not be paid in accord with the customary terms of sale and
that the period of the operating cycle is longer than theoretically
should be the case. Consequently, it becomes necessary to adopt
some arbitrary period beyond the normal collection date during
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which trade accounts and notes will retain their position as a part
of working capital. Practice has indicated the usual desirability
of a twelve-months period and this, possible exceptions being
recognized, will serve as well as any other.
It is not believed, however, that those trade notes and accounts
receivable, such as instalment accounts, which by their original
terms are due at dates more than a year beyond the statement
date, should be denied current classification because of that fact.
Where a long-term collection period is normal, it merely means
that the duration of the business cycle is longer than normal, con
sequently requiring a greater amount of working capital or net
current assets in proportion to total current assets.
With the foregoing as a basis, it is believed that the rule should
be that current assets should include all notes and accounts re
ceivable, resulting from operations, which will be collected within
a year following the statement date, together with such as, in
accord with the terms of sale, will be collected beyond that date.
Notes and accounts due to be collected currently but prospec
tively collectible only at dates beyond such twelve months period
should be considered as lost to working capital and should be ex
cluded from current assets, on the ground that, because of neces
sity or sometimes of willing special arrangements for a deferring of
collection, a part of the capital devoted to working or current
assets has been diverted to an investment. It is believed that
such a rule is sound in all respects.
While matters of balance-sheet arrangement are not intended to
be embraced by this discussion, it incidentally may be pointed out
that where the extent of notes and accounts receivable which are
not due to be collected during the ensuing year are of any impor
tance in relation to the total, their amount should be separately
shown. Also, there is no justification for the practice, which
sometimes is employed, of showing the provision for collection
losses as a reserve account outside of the current section. To do
so is to overvalue the current assets and working capital, even
though the surplus be stated correctly.
Inventories of stock in trade, of raw materials, manufacturing
supplies and products in process of manufacture permit of no
question of the propriety of their inclusion as current assets.
They clearly represent property in the process of conversion in the
course of the operating cycle regardless of its length. A question
may be raised with respect to manufacturing supplies, on the
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theory that they are not realizable, or at best only in part, except
through the continuance of operation. Aside from the fact that
the normal balance-sheet assumes a going-concern condition, such
an objection would be inconsistent with the accepted practice in
the case of other items, as the same objection might be raised with
equal force against raw materials and products in process, for
without continuance of operations a realization of their normal
value would be the exception. The term manufacturing supplies
as it is used here is meant to embrace those materials or supplies
which enter into the manufacture of an article or its container
and, in effect, differ from a raw material only because of less im
portance. Salt in the case of butter or fish, labels in the case of
canned goods are illustrations.
Operating supplies as the term is used here embrace those
materials and supplies which are incidental to the operation of a
plant or the rendering of a service, such as fuel, equipment repair
parts or shipping or delivery supplies. By prepaid expenses is
meant payments made for services to be received currently such
as insurance, rent, taxes and the like. The term does not include
deferred charges, such as advertising, which represent payments
made for services received but prospectively may have a future
benefit. Operating supplies and prepaid expenses are of exactly
the same character and they both may be characterized correctly
as prepayments of operating costs. Their cost or value definitely
represents capital invested in the operating cycle; they are a part
of working capital and the propriety of their inclusion as current
assets on such grounds should be clear. There is no determining
difference between prepayments of expenses and operating sup
plies on the one hand and manufacturing supplies on the other.
The fact that the latter becomes a physical part of the product
whereas the former becomes a part of the cost of fabricating the
product is merely a technical difference without substance. An
objection based upon absence of realization in the event of a cessa
tion of operations is as fallacious as in the case of manufacturing
supplies. By continuance of operations, operating supplies and
prepaid expenses become converted and realized frequently with a
greater rapidity than merchandise and with equal assurance of a
realization of full value. The statement that a prepaid expense
represents no value is without basis. The right to use a facility
during a future period, as in the case of rent, is a matter of tangible
value. It could not be claimed that a rental payment due on
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January 1st covering the ensuing month should reduce working
capital by its inclusion as a current liability on December 31st,
and it would be equally illogical to maintain that such reduction
should be made because the payment happened to have been
made on December 31st instead of January 1st; but that is the
effect of denying current asset classification.
In practice it is unusual to find prepaid expenses included within
current assets, and operating supplies also are frequently excluded.
One of the twelve banks questioned considered the item prop
erly included and several appeared incredulous that the question
should even be considered. And yet the item of operating sup
plies, of the same character and usually of greater importance,
frequently is embraced by the innocuous caption of “inven
tories” and reaches a current position without comment. The
erroneous view respecting expense prepayments seems to have
originated in the frequent and illogical confusion of prepayments
and deferred charges, a confusion probably arising from the fact
that the former item frequently is unimportant in amount and has
seemed conveniently grouped with the latter under a miscella
neous caption. The error of such procedure should be clear.
Correctly, prepayments and operating supplies should be grouped
as an item of current assets. This segregation should be adopted
as occasion may require to avoid misinterpretation. Such a
procedure will be based upon correct theory, will coincide with the
facts and should be acceptable in practice.
Notes and accounts receivable other than those which result
from direct trading transactions fall, generally, into one of two
groups—first, notes and accounts created by transactions which
are incidental to the operation of the business and, second, those
which represent loans or advances. The former, current collec
tibility being presumed, should be accorded the same treatment as
notes and accounts which arise out of direct trading transactions,
as they are a necessary incident of the operations and correctly
represent capital invested in operating assets. A case in which
the account or note had arisen from the sale of a capital asset
under conditions requiring the proceeds to be applied to a particu
lar liability not falling within the current category would be the
rare exception. Loans or advances, other than those unimpor
tant and temporary advances reasonably construed as incidents
of operation, may find a place in current assets only upon the
theory that they constitute temporary investments of surplus
341

The Journal of Accountancy

cash. But such inclusion can be justified only by the condition
that they be realizable currently or, in other words, that they be
collectible upon demand or within a short period. Where these
conditions are not met fully the amounts involved must be con
sidered as having been withdrawn from working capital and
should not be classed as current assets. Advances or loans falling
within this group sometimes represent a lending of the credit of
the enterprise as an accommodation to the borrower. In such
cases there will be no surplus cash to justify the theory that the
loans constitute temporary investments and the funds lent will be
found to have come directly or indirectly out of bank loans or
other current liabilities. Loans of this character have no place in
the operating cycle and, theoretically, they do not justify current
classification. However, in fact, such loans may be considered as
offsetting an equal amount of liabilities. The situation fre
quently is similar to one in which a contingent liability has been
incurred through endorsement or other guaranty. When such
conditions are met reasonably, such loans and advances, current
collectibility being always assumed, do not represent a reduction
of the working capital and should be included within current
assets. Otherwise the amount of net current assets or working
capital, and the ration of current assets to liabilities, would be
incorrectly impaired.
Generally speaking, and still from a theoretical viewpoint,
notes and accounts which are not a result of trading, or are not
attributable directly to incidental operating transactions, con
stitute investments or accommodations and should be included
within current assets only when current collectibility is so assured
that the amounts are in fact available for working-capital pur
poses. Accordingly, the rule should be that notes and accounts
receivable, other than those arising from trading or incidental
operations, are current assets only when they automatically will
or can be collected on demand or within a current period. I be
lieve that such a rule coincides closely with general practice.
Marketable or currently realizable securities are current assets
when they represent a temporary investment of surplus cash.
However, they are not necessarily current assets merely because
quickly realizable. A marketable security acquired with the in
tention of long-term investment for income or one which repre
sents the investment of depletion or insurance reserves is not a
current asset because it represents capital not used in the operat
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ing cycle and normally not available for such use. The fact that
marketable securities may be available legally and may be con
verted quickly for the purpose of liquidating a current debt is
beside the point. Current assets should not embrace assets
which are not used in operation merely because quickly realizable
in emergencies, any more than they should exclude raw materials
or prepaid expenses merely because they are without a quickly
realizable value in the absence of continued operations. The
situation should be clear, particularly in those cases where the
securities represent investments of surplus reserves or otherwise
constitute a protection against uninsured or uninsurable losses.
In such cases they in fact are available for instantaneous use in
the liquidation of debt but such use impairs the safety of future
operations. Real estate comprising a part of the plant frequently
will have some value which may be realizable quickly, but that
fact would never justify the inclusion of such value as a current
asset. In some cases securities which are marketable or are sub
ject to reasonably quick conversion may be held for purposes of
control or for reasons of business advantage. Such factors con
firm their investment, as opposed to a current, character.
Having in mind that current assets should include only those
which are a part of working capital, the rule should be that securi
ties should be classed as current only when they are marketable or
otherwise quickly realizable and represent investments of surplus
working capital. Such a definition is in some conflict with pres
ent practice which appears usually to call for current classification
of all marketable securities which legally are available for meeting
the current liabilities should such use be required. But it should
be obvious that the present practice is justifiable only upon the
theory that a balance-sheet is presumed to exhibit the liquidating
situation. As this is not the case, there is no justification for the
inclusion of securities as current assets, regardless of how mar
ketable, when they are held for purposes other than temporary
investment of surplus working capital. This view appears to be
supported by five out of eight banks that responded to the
question.
The cash-surrender value of life insurance represents amounts
withdrawn from working capital and invested in the acquirement
of an asset which may be relied upon to compensate for loss of
earnings which might follow the death of important officers. In
no sense does it represent a part of working capital and there is no
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theory to justify its inclusion in current assets. This view con
flicts with what was general practice but now seems to be chang
ing because of a growing recognition that the practice has been in
error. The practice of current classification has arisen from the
single fact that surrender value is quickly realizable, although the
recent financial situation has demonstrated that this can not
always be assumed. But it is obvious that realization must be
accompanied either by a cancellation of the policy, which destroys
the protection of future operations, or by its use as collateral.
The procedure and effect is the same as in the case of a fixed asset.
While the theoretical view differs from general present practice,
the error in the practice should be obvious and, in fact, is begin
ning to be recognized as is shown by the replies received from
banks.
So much for the asset side. Except in the case of the treat
ment of prepayments and of securities and insurance-surrender
values, it will be found that there is little of the classification
which is reached by the theoretical approach which should not be
acceptable for credit or other practical purposes. In the case of
current liabilities, however, greater conflict will be found, but it is
a conflict which may be resolved without difficulty. In theory,
liabilities which require classification as current embrace only
those which have created current assets or those which for other
reason will be liquidated in the ordinary progress of the operating
cycle from funds produced by the natural conversion of existing
current assets. Practice embraces all liabilities payable within
a year regardless of circumstances.
Cash borrowed for operating purposes and notes and accounts
payable for operating requirements represent liabilities which,
coincident with their creation, have produced equal amounts of
current assets out of which they will be liquidated upon their con
version in the ordinary progress of operations. Such liabilities,
regardless of when payable, constitute a lien against the related
assets, a lien which continues until the assets are converted into
cash and the liabilities are extinguished.
Inconsistency has arisen in the practice of stating accrued ex
penses and term-debt redemption instalments for statement pur
poses. Accrued interest, accrued rent or other accruing liability
for an operating purpose must be stated as a liability only in the
proportion of the future payment which has ratably accrued.
On the other hand, it is the practice to require the total of all
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redemption instalments due within a year to be treated as current.
Redemption instalments accrue and should be provided for by the
operations in the same way as interest. The inclusion of the total
instalments is just as erroneous as would be the failure to include
as current such part as had accrued. A bond redemption instal
ment due at the end of a year frequently represents the amount to
be realized during the year through depreciation or depletion.
Such is usually the case in realty bonds. Timber bonds, the
redemption payments of which are intended to be provided by the
stumpage cut, constitute a particularly clear case. In these and
similar instances the inclusion in current liabilities of all bond
redemption instalments due within a year is unwarranted by any
theory. It is the equivalent of including as a current liability the
indebtedness for merchandise while excluding the merchandise
itself as a current asset. The fact that the instalment represents
an existing liability which must be liquidated within a twelve
months is beside the point. Accrued interest and accrued parts of
debt instalments represent liabilities payable out of profit and
other operating realization. Operating profit and depreciation
and depletion realization will have increased current assets and so
much of such assets as equal the accrued interest and redemption
instalments may be considered as earmarked against these re
quirements. Accrued interest and accrued debt redemption
instalments should be treated in the same way. The proportion
which has ratably accrued to the statement date should be in
cluded as a current liability—to include more is clearly incorrect.
Notes and accounts payable which do not result from opera
tions, such as liabilities created by expenditures for additions to
plant or equipment, as a rule also constitute current liabilities.
This is true in theory because the acquisition of plant, in the ab
sence of available capital funds, can be provided only out of work
ing capital and a liability of this character represents the working
capital so withdrawn. But where such liabilities are payable
in the future the situation in theory sometimes becomes similar to
the case of a term-debt redemption. This similarity is clearly
evident in cases in which the liability is progressively payable and
has resulted from a purchase of equipment, the use of which,
prospectively, will produce the funds required to meet the debt
instalments as they become due. In such cases the working
capital is not reduced at the time of the incurring of the debt but
only as the payments become due and only that part of an instal
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ment which has accrued to the statement date may be properly
classified as current. It is only such amount that constitutes a
theoretical lien upon current assets.
Debts which are due for payment beyond a year or those which
are secured by real property liens are not necessarily to be ex
cluded from current liabilities because of such facts alone. A
debt which was current when incurred does not lose its current
character merely because its normal due date has been deferred
or because a property lien has been executed to afford the creditor
an added security, unless the circumstances are so changed that
the debt is fairly to be construed as borrowed capital. On the
other hand, a debt for money borrowed upon the security of real
property usually represents borrowed capital and is not a current
liability at the time incurred.
Preferred stock dividends, particularly the cumulative variety,
are not essentially different from bond interest, and the proportion
which has accrued to a statement date fairly should be considered
a current liability. The same is true of common stock regular
dividends in those cases, somewhat rare today, in which no ques
tion exists of declaration and payment. While it is true that a
dividend is not legally a liability until declared, it is not a sound
procedure to ignore the reasonable certainty of declaration.
The fact should be recognized that the proportion which has
accrued to a statement date represents a theoretical lien upon the
current assets created by the profit out of which the dividend will
be declared. It is this theory of accruing lien upon the current
assets that justifies the current-liability classification of what is,
from one aspect, a reserve and in any event is not an existing
legal liability. While the accrued part of prospective dividends
should be considered as current, I do not believe that dividends
which have been declared in advance with respect to a period
after the statement date should be similarly treated. Such
dividends do require to be recognized, but their status is similar
to term-debt redemption instalments and the current liability
should be restricted to that part which has accrued.
The question of liabilities concerned with contracts for the
acquisition of capital assets contains some difficulty. A liability
which reduces working capital is clearly involved. On the other
hand the actual withdrawal is only prospective and before such
withdrawal is necessary its amount may have been produced by
profits or depreciation realization. Consequently, exceptions
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being possible, it would seem to be a reasonable rule that there is
no requirement for a provision as a current item of a liability in
volved with contractual obligations for the acquirement of capital
assets. Balance-sheet footnotes, however, would be in order.
It is to be observed that in this discussion the test of current
classification of liabilities has been the question whether the assets
out of which liquidation is to be naturally expected are embraced
by existing current assets. The test has not been whether pay
ment was required within a prescribed time. Liabilities deter
mined to be current by this test will include all operating and
similar liabilities such as are usually currently payable and,
further, in instances will include amounts not due for payment
within the ensuing year. On the other hand, it will exclude
items which under present practice would be classed as current
upon the ground that their due dates fall within a year. But in
every case the amounts due within a year which would be ex
cluded will be found to be amounts due to be liquidated, not out of
existing current assets, but out of proceeds of operations after
the statement date.
Objections which may be raised on the ground of an insuf
ficient showing of existing liabilities which must be liquidated
within the ensuing year may be eliminated in practice by provid
ing for special indication of those items of funded debt which
currently will become due or by providing a separate caption to
accumulate all items which do not fall within the category of
current liabilities in accord with the proposed rules but neverthe
less require payment within a year.
The foregoing discussion has taken as a premise the belief that
current assets and current liabilities should determine the amount
of working capital and, principally, has considered only the theo
retical elements. I believe that the conclusions reached as to
what should be included within or excluded from the current
section of the balance-sheet are logical and consistent and pro
duce a balance-sheet without element of misstatement and con
taining nothing which should impair its use by banks for credit
purposes. On the other hand the procedure will show clearly the
amount of working capital and will permit the computation of a
current ratio which will state accurately the relationship between
operating assets and liabilities and will be a more trustworthy
basis for determining the relative adequacy of working capital
than the ratio as it is now developed. An adoption of the pro
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posed procedure will eliminate much of the arbitrary character
and inconsistency of existing rules. I believe that it will tend to
create a consistent practice firmly founded on sound theory and
consequently not liable to important variations incidental to
different interpretations.
Proposed definitions of the terms “current assets” and “cur
rent liabilities” are presented as an appendix to this discussion.
APPENDIX

Proposed Definitions

of

“Current Assets” and “Current Liabilities”

Assets—Current:
Those assets which are necessary or incidental to or result from the operating
cycle of an enterprise—exclusive of any part of properties subject to deprecia
tion or depletion—together with those assets which, regardless of operations,
will be converted automatically into free cash within an ensuing period of
usually not more than a year and those which can be so converted without
impairing the continuity and safety of operations.
They usually embrace—
(a) Cash, other than balances earmarked for permanent investment pur
poses or for liquidation of funded debt;
(b) Notes and accounts receivable which have resulted from operations;
(c) Inventories of stock in trade, including raw materials, manufacturing
supplies and products in process of manufacture or production;
(d) Prepaid expenses—but not deferred charges—including operating and
repair materials, currently realizable in the natural course of opera
tions within an ensuing period of usually not more than a year;
(e) Notes and accounts receivable, other than those resulting from opera
tions, which automatically will be or can be converted into cash
within an ensuing period of usually not more than a year;
(f) Marketable securities which represent investments of free cash,
exclusive of such as are held for purposes of control, operating ad
vantage, income production or investment of insurance or other
surplus reserves.
The term is usually applicable only in cases of production, trading and service
enterprises and is related to current liabilities (q.v.). The excess of current
assets over current liabilities determines the amount of working capital of an
enterprise.

Liabilities—Current:
Those liabilities which are a natural consequence or incident of business
operations and in effect are liens upon current assets in that the funds for their
liquidation are on hand or will be obtained by realization of existing current
assets. They include payments required to be made for the liquidation of
term debt or for interest thereon only to the extent that such have accrued.
They usually embrace—
(a) Cash borrowed for operating purposes or for the acquirement of
current assets, including interest accrued thereon;
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(b) Notes and accounts payable for materials, merchandise, services and
expenses, including interest accrued thereon;
(c) Accrued interest and other charges and the accrued portion of fixed
redemption or sinking-fund instalment upon funded or other long
term debt;
(d) Other notes and accounts payable which are due for payment within
an ensuing period of usually not more than a year, including divi
dends declared with respect to a period which has expired.
The term is usually applicable only in cases of production, trading and service
enterprises and is related to current assets (q.v.).
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Municipal and Governmental Accounting
*
By Lloyd Morey
On the facade of the city hall at Los Angeles appears this in
scription: “The greatest of all sciences and services—the govern
ment.”
If by greatness is meant size and scope, the inscription is obvi
ously a true one. We have only to look at our tax bills to realize
that government is one of our major industries. Total taxes
levied in the United States exceed ten billion dollars a year.
Even this figure does not represent the aggregate volume of public
business. To it must be added the revenue from fees, licences
and similar items, the collections on account of special assess
ments, the income of publicly operated utilities and numerous
other receipts not included in the general tax bill. Clearly, such
an enterprise is worthy of the most expert management which
can be applied to it, and no one, in this assembly certainly, will
deny that good accounting, reporting and auditing are absolutely
essential for the successful conduct of such an enterprise and an
intelligent appraisal of its results.
In recent years public interest in the financial affairs of gov
ernment has greatly increased. It is common parlance to say
that taxes are too high and that government costs too much.
Who knows that this is actually the case? If government costs
too much, how much too high is the bill? Why is the cost so
high? Only through the media of intelligent budgets, adequate
accounts and informative financial reports can the answers to
these questions be determined on the basis of fact.
This is not to be a discussion of a system of accounting. Our
concern today is with the state or condition of governmental ac
counting and the relation of the public accountant thereto. The
questions before us are as to how well the accounts of municipal
ities and other governments are being kept, how thoroughly the
public accountant is abreast of his opportunity in this field, and
what, if anything, may be done to improve existing conditions in
these respects if we find that improvement is needed.
In using the term, government, with respect to fiscal matters,
*An address delivered at the annual meeting of the American Institute of Accountants at
New Orleans, Oct. 17, 1933.
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I embrace every public activity. I include, first of all, the
national government with its varied and far-flung operations.
I include the various state governments with their many depart
ments. To these must be added a group most numerous and
extensive of all, namely, the local governments. In this group
are included such units as the county, the municipality, the
township, the school and sundry districts dealing with special
activities, such as parks, highways and drainage. Lastly are to
be mentioned the long list of public institutions, such as colleges
and universities, hospitals, libraries and others.
In undertaking to determine the present state of advancement
of the science of governmental accounting, we find that govern
mental accounting has not received, in research, in teaching or
in practice, the attention that has been given to private account
ing. The literature dealing with public accounts is very brief
as compared with that devoted to the operations of private busi
ness. There are, in fact, only a few books dealing specifically
with governmental or municipal accounting as compared with the
great number of works dealing almost exclusively with private
accounting. It is a hopeful sign that there has been a marked
increase in the literature of governmental accounting in the past
few years. But this literature is still much too brief, considering
the importance of the subject, and is lacking in unity and com
prehensiveness.
Courses in municipal or governmental accounting are not
offered separately except in a small number of colleges and
universities. A survey made in 1930 (L. L. Briggs, Accounting
Review, June, 1930) indicated that in only 10 out of 42 institu
tions making up the membership of the American Association of
Collegiate Schools of Business were such courses offered.
The terminology of governmental accounting is not adequately
covered in the preliminary report on terminology issued by the
Institute. Terms common to both governmental and private
accounting are discussed in that report mainly from the point of
view of private accounts. Several terms which are of prime
importance in public accounts are omitted from the list.
Little attention has been paid to the subject of governmental
accounting in accountancy examinations. Very few such ques
tions have appeared in the examinations set by the Institute.
One or two states do make it obligatory to include material on
these subjects. A few states give special examinations for
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accountants who desire to do work in the field of municipal
accounting.
Public accountants generally have not taken governmental
accounting seriously. In many cases they have taken the view
that it is simply one of the many branches of accounting and does
not present any special problems. In general, they have left its
development to public officers or employees, many of whom,
even if honest and sincere, lack the training and ability to pro
ceed in accordance with sound principles of accounting.
In making these observations, one must not overlook the ex
cellent work done in many instances by individual accountants
and accounting organizations. Mention should be made of the
interest and activity in this field by the Florida Institute of Ac
countants and the New York, New Jersey, and Illinois societies
of certified public accountants. Such efforts deserve our whole
hearted commendation and support and should stand as examples
of what should be done on a wider scale.
Any consideration or practice of governmental accounting
must recognize its distinctive qualities and requirements. Too
often the fact that such qualities do exist has not been realized.
Many public accountants have assumed that there should be no
difference between private accounts and public accounts and
have attempted the same line of procedure for both. Serious
consequences have sometimes resulted from this method of
approach.
"Not a little damage to the efficient conduct of public affairs has resulted
from the efforts that have been made by commercial accountants, who have
been called in by governments to assist them in working out their accounting
problems, to have these governments follow too closely commercial practices.
Their failure has been due to their lack of appreciation of the essentially differ
ent character of government financing as contrasted with the undertakings
with which they were familiar.”—W. F. Willoughby, Principles of Public Ad
ministration.

The government is not operated for profit, it is not privately
owned, and its property is not to be disposed of or pledged for the
payment of debts. Its various items of income are often ear
marked for specific purposes. It is not only responsible for
collecting and expending revenues, but also for the administration
of numerous permanent funds, the principal of which is to be
invested and the income only to be expended. The financial
operations of governmental bodies are subject to many constitu
tional and statutory limitations.
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These conditions necessitate certain distinctive qualities in the
accounts and reports, among which may be mentioned the
following:
(1) The accounts must be classified by funds in such a way
that all accounts necessary to indicate the assets, liabilities and
equity of every fund or class of funds will stand out as a separately
balanced group.
(2) The accounts relating to current operations and those ac
counts showing the fixed assets and liabilities must be separately
balanced to show that surplus which is represented by liquid
assets and is available for appropriation and expenditure distinct
from that which is represented only by fixed or permanent property.
(3) The accounts must include not only the usual accounts of
assets and liabilities, but also other accounts necessary properly
to reflect and control the budget operations.
This does not mean that governmental accounts are different
in all respects from commercial accounts. Business activities of
government for example, such as publicly owned utilities, should
be accounted for in much the same manner as similar enterprises
under private management.
We should now endeavor to take stock of the present status of
accounting, reporting and auditing in the various types of
government. Let it be recognized, first of all, that there is much
excellent work done in this field. Instances will be found in
considerable number in practically every branch of government,
in which the system of accounting and reporting measures up to
good standards and meets well the purposes which it should
serve. Speaking broadly, however, and allowing for the good
work done in many places, public accounts in this country are
imperfectly kept, poorly reported and inadequately audited.
Time will by no means permit the array of evidence which could
be assembled in support of this statement. Scattering illustra
tions only are possible. In the case of the national government,
provision is made in the general accounting act of 1921 for the
setting up of a comprehensive accounting system. The provi
sions of this act should ensure a permanent and capable personnel
to deal with this problem in an adequate manner. Although over
a decade has elapsed since the act went into effect, its provisions
and possibilities with respect to accounts and reports are still far
from being carried out. Here, let me refer to an analysis of the
situation presented by W. F. Willoughby of the Institute for
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Governmental Research, in Financial Condition and Operations
of the National Government, 1921-1930, the following extracts
from which will indicate the condition which exists in this respect:
“Though the national government, following the adoption of its budget
system has done much more than most other governments in the way of pre
paring special analytical and informative statements, it still remains true that
it has by no means prepared the statements that are necessary in order to make
known its real financial condition and its real income and expenditures, and
that many of the statements that it has prepared with this end in view are
defective and at times absolutely misleading. (Page 5.)
“While the accounting officers of the government must, perforce, observe
fund distinctions in keeping their accounts no adequate effort has been made
to observe these distinctions in stating public accounts. (Page 17.)
“The first thing that it is desirable to know regarding the financial affairs
of an enterprise is its financial condition and how this condition compares with
prior showings. The statement employed by private undertakings for im
parting this information is known as a ‘balance-sheet’. No well-run private
corporation would for a moment contemplate the establishment of an account
ing system that did not permit of the preparation of such a statement.
“ In marked contrast, few governments have provided themselves with ac
counting systems that permit of the preparation of statements of this character.
Certainly the national government has never done so.” (Page 21.)

With respect to the state governments, the extent of sound
development varies greatly. The published reports of these
governments indicate that there is still much to be accomplished.
A recent study of the situation in one state (The Administration
of Endowments of the State of Idaho, Charles F. Dienst) with re
spect to one important operation in that state indicated a variety
of shortcomings and it is probable that many other cases would
be found in which similar conditions exist. An extract from the
study to which I refer will be of interest—
“At present endowment accounting is practically restricted to the making
of documentary records and single-entry bookkeeping in the departments in
charge of endowment administration. The classification of accounts is con
fused and incomplete and no attempt is made to provide unified financial
statements of endowment accounts. Each department issues its own report
of assets and transactions. Consequently, those in charge of administration
are without the information essential to intelligent operation of the accounting
and the citizens of the state are without statements of values and operation
essential to confidence and cooperation.” (Page 115.)

The accounts and reports of the municipalities of the country
range all the way from very good to very poor. One large city
not long ago reported at the close of the year a current surplus of
approximately $4,000 while the audit revealed a deficit of over
$1,500,000. In the smaller cities there is likewise much variation.
A preliminary survey made recently by the Municipal Finance
Officers Association arrived at the following conclusions:
(1) Uniform classifications and terminology are totally lacking.
(2) Many cities are not able to present balance-sheets.
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(3) The reports are prepared for the few who know accounting
and are not generally written for citizens at large.
(4) A few cities have unusually good reports and the number in
this class is increasing.
Other branches of local government in many cases are in a
worse state than are the municipalities. This condition is
particularly true with respect to counties. With rare exceptions,
county governments are lacking in adequate systems of budget
ing, accounting, reporting and auditing. The same is true of
smaller units of local government.
There is under way an important movement toward state super
vision of local finance, usually carrying with it the authority
vested in the state government to prescribe systems of accounting
and reporting and often to see that audits of those accounts are
made. At the present time there is no unity as to the basis on
which such supervision is to be carried out. Every variety of
approach to the problem is found in the different states. In
only a few cases is anything like adequacy being secured with
respect to uniformity or completeness in financial accounting and
reporting of local government.
In public institutions the average standard of excellence is
probably higher than that in other governmental agencies. This
is particularly true in colleges and universities, which have had
the benefit of the work done by the national committee on
standard reports for such institutions. Similar work has been
done in the field of hospitals through the United Hospital Fund
of New York.
Among all governments there is a deplorable lack of uniformity
in the classification of accounts or in the form of published reports.
This condition makes it difficult and in many cases impossible
to secure complete data concerning public finances in this country
or to make accurate comparisons among similar governments or
activities, or to provide standards by which the financial efficiency
of any one of them can be measured.
The relation of public accountants to governmental accounting
is splendidly reviewed in The Journal of Accountancy for
March, 1930. The conclusion reached at that time as set forth
in the following brief extract has probably not materially changed
since this statement was published—
“ In view of the wide acceptance and approval of the principle of independent
audit in business, industrial and financial circles, it is astonishing, not to say
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discouraging, to discover to what a comparatively limited extent public ac
countants are engaged in the audit of the accounts and records of government
offices and public institutions.”

An example of the lack of suitable provision for audit in one of
the largest cities of the country is found in the following condi
tions—
(1) The city code provides that the comptroller shall prepare
an annual financial report which he shall submit “to the city
council in printed form accompanied by the certification of a
public accountant who shall be appointed by the finance com
mittee. Such accountant shall certify that the statements
contained in the comptroller’s report are true reflections of the
books of his office.”
(2) The statutes relating to the municipal court provide that
the clerk and the bailiff shall keep accounts of the money collected
by them and their deputies, “and such accounts shall, under the
direction of the chief justice of the same municipal court, be
examined and audited monthly, the expense thereof to be paid
by the city.”
(3) There is no specific provision for an audit of the treasurer’s
accounts, but an auditor has been engaged by the present treas
urer to make such an audit and the expense has been allowed by
the city council.
No other provisions for the audit of accounts seem to appear
either in the statutes or in the code. The provisions above
referred to obviously are incomplete since they do not provide for
a general audit of the accounts of the city and give the auditors
access only to the records of the particular office mentioned.
Furthermore, the provision for the audit of the comptroller’s
report and accounts specifies that the auditors shall merely de
termine that the report agrees with the books.
It is clear from the foregoing that there is pressing need for im
provement in the accounting of a great many public bodies.
In fact, it must be said that, in general, public fiscal affairs are in
need of better administration in many respects. Government is
constantly calling on private business to conduct its affairs with
increasing regularity and efficiency. Government must not
expect private business to do more in this respect than it is able
or willing to do itself, and it is obvious that it has yet a long way
to go before it can be given a clean slate in these matters.
There is need, first, for a better trained personnel in public
fiscal offices. There is need for better knowledge on the part of
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that personnel of sound principles of accounting and of business
procedure. As a corrective of this situation it has sometimes been
proposed that the certificate of C. P. A. be required for certain
public fiscal offices. This suggestion, on the face of it, would
seem to have merit and if practicable, would doubtless bring
about a better condition. However, it is obvious that there are
not enough C. P. A.’s to do the work of independent auditing and
at the same time fill the accounting positions in government.
Furthermore, the standards required of the C. P. A. of the
present day are not sufficiently uniform nor do they require a
knowledge of public accounts sufficient to guarantee a suitably
qualified person merely through the setting up of this require
ment. Moreover, any such rule would undoubtedly result in
an attempt to qualify, without examination, all present incum
bents of such offices.
What is said herein concerning the present unfavorable status
of public accounts and reports and lack of ability of officers and
employees in this respect is not intended to reflect upon the hon
esty, sincerity or ability of many public servants in fiscal offices
over the country. The number of them is large and in many
cases they are able to make themselves felt effectively. In other
cases, however, they are handicapped through the lack of sym
pathetic superiors or political considerations. All praise to the
many people who work sincerely and honestly in governmental
positions. It is they whom we should strive to encourage and to aid.
There is a crying need for the elimination of overlapping func
tions and territory of government, for the reduction in the number
of governmental agencies and for closer coordination among
governmental officers. A quotation from an article in a recent
issue of a national monthly, somewhat humorous in its style but
nevertheless serious in its implications, will help to illustrate the
problem in this respect—
“Have you visited the county seat lately? The next time you do, go to
the courthouse and take a look around. Notice the unused rooms and the
number of petty politicians standing about talking and idling all over the place.
That’s unemployment for you. But those fellows are unemployed on a salary,
and if farmers want to know why their taxes are so high that’s the answer.
“Each little county is overrun with its horde of office-holders, and the sole
purpose of their existence seems to be to make taxes higher. The whole
system needs overhauling, and everybody knows it, yet nobody does anything
about it. Today five counties could be governed as easily as one was fifty
years ago, and with a smaller staff of officials, and governed far better too,
because we enjoy improved methods of communication—telegraph, telephone,
and telawoman—while in those days they had only the last.’’—Atlantic
Monthly, August, 1933.
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One of the most critical problems of the present day in public
organizations is the duplication of work among various offices
and departments. It is probable that the various governments
in the main are performing only the service which the public de
mands of them and are not attempting to expand except in
response to public request. Many cases would be found, how
ever, where certain offices duplicate work that other offices are
doing. For example, in many organizations both the treasurer
and the auditor or comptroller keep complete accounts of ap
propriations and disbursements, each relying on some statutory
or constitutional obligation for which he considers himself re
sponsible. An intelligent analysis of such situations would
undoubtedly indicate the possibility of material savings by doing
away with such duplication. If laws stand in the way of such
improvements, then the laws should be changed and can be
changed if the public is informed of the facts.
Not only are improved systems of accounting, better and more
complete financial reports needed in practically all branches of
government, but more and better audits by independent aud
itors are greatly needed. A. E. Buck, authority on govern
mental organization and procedure, emphasizes in Municipal
Finance the place of the independent audit in governmental
bodies. He points out that this audit may be performed by
the public accountant, who should report directly to the legis
lative body.
“Control of the public purse, in the final analysis, rests with the legislative
body. This body designates the sources from which money may be raised for
the support of the government; it specifies the general purposes for which this
money may be spent; it shapes the administration to perform the work which
it thinks is necessary to the well-being of the citizens. In order to be assured
that its wishes, as expressed in law, are being properly carried out, the legisla
tive body must have some means of checking the income and the outgo of the
government, of reviewing the methods and processes of the administration.
This is attained by an independent audit of the accounts and records kept by
the administration under the direction of the executive. Such audit is a
necessary and final step in the completion of the system of budgetary control.
Only through this audit can the legislative body be assured that the executive
is carrying out the budget according to the general policy defined in the law
and also in keeping with the stipulations set forth in the appropriation and
revenue acts.”

Standards of audit practice for municipalities and other gov
ernments are also urgently needed. In many cases bids are asked
for audits without specifications as to the scope of work and
without limitations as to qualifications of bidders. Often low
bids are rendered and accepted and no check is made of the scope
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or quality of the work. Such a procedure opens the way for un
qualified people to present low bids with no expectation of doing
the work thoroughly. It shuts the door to the engagement of
accountants whose standards are too high to permit them to
submit proposals in the face of such competition.
One of the greatest deficiencies in the field of governmental
accounting is the lack of authoritative standards of terminology
and form. The absence of such standards at the present time
leads to endless confusion and difficulty. Such terms as “income,”
“revenue,” “receipts” are intermingled without regard for their
distinction. The meaning and significance of the important term
“fund” are not clear, and the confusion of this term with the
title “appropriation” is widespread. These are only passing
examples of many which could be cited. Points upon which
understanding should be reached by accountants, teachers and
officers include (a) terminology; (b) classification of accounts;
(c) form of reports. Uniformity in these matters should be
sought for the different units of government.
There can be little doubt that large opportunities for the public
accountant now present themselves in the field of governmental
accounting. In the first place, accountants may be of service as
public officers provided their appointments are made on the basis
of merit only. During the past few years several prominent
accountants have been appointed to such positions under these
conditions. In most cases they have been able to bring about
substantial improvement in the accounting and reporting of the
activities with which they are connected.
Public accountants can be of service in the installation of
systems of accounting and fiscal control, including cost systems,
in governmental bodies and public institutions. Too often the
forms and procedure in such offices are devised mainly from the
printing or mechanical point of view, rather than in accord with
sound accounting technique.
Public accountants should serve, to a far greater extent than at
present, in the capacity of independent auditors of public ac
counts. Whatever may be the system of internal audit provided
in any public organization, an independent audit by public ac
countants has its place and value.
In the increase of the supervision of state and other govern
ments over the affairs of local governments, there is a tendency
toward the building up of fully-manned bureaus of audit in the
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state fiscal offices. Such an arrangement tends to prevent the
engagement of public accountants in work of this kind and rarely
succeeds in building up an organization equal to that of the public
accountant. The advantage of engaging public accountants is
recognized by the former state auditor of Virginia (himself a
public accountant) in his report for the past year (T. Coleman
Andrews, Report of the Auditor of Public Accounts of Virginia,
1933.) in which he recommends that the audits of county ac
counts be made by public accountants in accordance with
specifications and forms laid down by his office.
The work of the public accountant in this respect could well be
extended to the examination of banks and, if such a plan had
been followed in recent years, probably it would have resulted in
less banking difficulties than we have experienced.
Another important field for the public accountant is in the
issuance of debt obligations by governments. The new federal
securities act provides that no issue of securities by a private
business concern may be made without the certification of the
financial facts of that concern by a public accountant. Such a
rule might well be applied to the issuance of public obligations,
particularly those of local governments. These obligations at
the present time are carefully checked as to their legal form, but
little check in most cases is required as to the financial facts.
Banks and other purchasers would do well to require the same
kind of a check on these matters by accounting counsel as
they now require on the legal phase of the proposition by legal
counsel.
As many of you know, the New York State Society of Certified
Public Accountants recently inaugurated a campaign for clearer
and better accounting systems for public and governmental units.
Walter A. Staub, president of the society, said in reference to
this undertaking—
“Defaults in interest and principal of numerous municipal issues have
caused holders of such securities, and also prospective purchasers, to seek
complete information regarding municipal finances. In past years investors
and taxpayers concerned themselves but very little with reports of municipal
finances.
“Public opinion is demanding that sound principles of accounting be applied
to municipal finances and that complete and understandable financial state
ments be published at least annually.
"Every municipality should recognize the right of the taxpayer and investor
to such information and it should be placed regularly at their disposal.”

Public accountants can render great service as advisers to
groups which are interested in the promotion of improved ac
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counting. Opportunities of this kind are illustrated by the work
of the National Committee on Standard Reports for Institutions
of Higher Education and the work of the Hospital Fund of New
York, in both of which public accountants participated in an im
portant way as consultants.
If the public accountant is to secure for himself a reasonable
share of the benefits of these various opportunities there are sev
eral things which he must do if he is to obtain and hold these
advantages. First of all, he must possess himself of a thorough
knowledge of the science of governmental accounting. The usual
understanding of accountancy in general, while essential to
the practice of governmental accounting, is not of itself sufficient.
The accountant must recognize and must acquaint himself with
the distinctive qualities and requirements of governmental or
ganization and procedure.
Some states, in order to make certain that accountants who
undertake municipal audits possess the proper qualifications, have
provided for special examinations in this field. Such a procedure
is no doubt defensible as a temporary measure, but is not sound as
a permanent policy. All public accountants should possess the
knowledge necessary to enable them to make a satisfactory audit
of a municipal government. The evidence of knowledge in this
distinct field of accountancy should be a part of every examination
for a licence or a certificate as a public accountant.
Having prepared himself for such work through formal educa
tion, private study or experience, the public accountant, through
appropriate channels, should let it be known that he is in a posi
tion to render this service and is interested in securing such
engagements. He must convince the public and public officers
that it is to the interest of both to have work of this kind done
by professional accountants and in accordance with profes
sional standards. He must let these parties know that he can
render a real service which will be of use and benefit to them. In
the present state of affairs it is the public that needs to be con
vinced of these points and if public sentiment is properly aroused
it will not be difficult to convince the politicians.
He must do his work well to secure and hold public and official
confidence in his ability in this respect. Too often in past years,
work of this kind has not been thoroughly done and discredit upon
the profession as a whole has resulted. The public does not dis
tinguish between the competent and the incompetent practitioner.
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It judges all by the results which it gets from the person it happens
to engage.
The public accountant should resist with all of his strength the
practice of public bodies to award work of this kind on the basis
of the low bid. Public bodies must protect themselves by having
some understanding as to what the cost of the work will be.
Many public corporations may not enter into a contract except
with stated limits of cost. That fact, however, does not justify
nor necessitate competitive price-making. We must endeavor to
convince public officers and the public in general that accountancy
service is professional service similar to architectural and legal serv
ice and that it should be engaged in a manner like those of the
latter named professions. Competitive bidding tends to keep the
whole standard of the service of any profession on a low plane.
The public accountant should not expect to get governmental
work through patronage or pull. If work of this kind must be
gotten through these channels, it had better be left undone or left
to the patronage seeker. The accountant should seek such work
only on his comparative merits and the merits of the service he can
render. If he gets an engagement in any other way he will be
placed in such a position that the value of his report will be made
negative. In this work, as in all other accountancy work, he must
hold himself in a thoroughly independent position. He should be
prepared to withdraw from an engagement if at any time it ap
pears that political or personal considerations are to have any
bearing or influence whatever on the contents of his report.
On the other hand, the accountant should recognize the practi
cal necessities of various situations. He should realize that in
government the coordination of many different points of view is
necessary to progress. He must recognize that it may not be
possible to accomplish at one step or at one time all that he be
lieves to be necessary. He must, without sacrificing fundamental
principles and independence of judgment, be willing to “work
along” with the conditions under which the job must be done.
Otherwise, his entire recommendations may come to naught.
To my mind, the American Institute can do much to promote
the development of public accounting service in the field of
government. It seems to me that the possibility of activity in
this respect can be stated under certain specific headings:
(1) The Institute can lead or cooperate in the development
and dissemination of a standard terminology and procedure for
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governmental accounting, including particularly standard forms
of financial reports for various types of government. In this work
it should cooperate with other organizations which are interested in
the same subject. Among these organizations may be mentioned
the Municipal Finance Officers Association of United States and
Canada; the National Association of State Auditors, Comp
trollers and Treasurers; the council on accounting research of the
American Association of University Instructors in Accounting;
the American Society of Certified Public Accountants and the
National Society of Cost Accountants. Practically all these
organizations have indicated their interest in this problem. A
cooperative movement would result in the setting up of standards
which would rapidly become accepted and put into practice.
(2) The Institute can promote the discussion of problems of
municipal and governmental accounting in meetings and in litera
ture. Happily, much of this has been done in the recent past and
doubtless will continue.
(3) The Institute can urge the extension of instruction in
municipal and governmental accounting in collegiate schools of
business.
(4) The Institute can and should include questions on govern
mental accounting in its examinations. To do this with success
will necessitate the adoption and circulation of recognized stand
ards of terminology and procedure in this field.
(5) The Institute can inform the public as to the advantages
of the independent audit by public accountants and the services
which public accountants can render in public fiscal affairs.
(6) The Institute can set up standards of audit procedure on
the basis of which uniformity in the estimating of the cost of en
gagements can be followed. It can work for the elimination of
the “bid” system in engagements of this kind.
Some of these undertakings involve the expenditure of money
on the part of the profession. Such an expenditure, however, will
not be a loss, but will be an investment from which generous re
turns can be expected for those who interest themselves in this im
portant field of activity. These returns should be significant in a
financial way but they are not limited to that quality. They
have the advantage of representing a rare opportunity for use
fulness in public service.
The public, without perhaps realizing it, is calling for the exact
kind of service in relation to government finance that the public
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accountant can render. The public mind is astir because of its
conviction that inefficiency and excessive expenditures exist in
government. It has found to date no certain means of satisfying
itself when a governmental enterprise is necessary and when it is
honestly, efficiently and economically conducted. Who is better
qualified to answer these questions than the public accountant,
provided he acquires the knowledge that is necessary to enable
him to make an intelligent appraisal of the situation? The prob
lems that are before the public with respect to the conduct of its
government are technical in character. They must be dealt with
by capable technicians.
One would be foolish indeed to assume that in this brief dis
cussion he had covered the possibilities of such a large problem
thoroughly or with unfailing accuracy. He would be equally
foolish to think that the opportunities presented can be forthwith
realized or that the objectives described can be rapidly achieved.
I do have confidence that my analysis of the situation is substan
tially correct and that a significant opportunity exists. It is
enough to hope that it may constitute a challenge sufficiently allur
ing and compelling to stimulate progress toward the desired goal.
This paper was opened by quoting an inscription found on the
municipal building of one of our great cities. It is to be closed by
reference to another. Above the entrance to the beautiful new
city hall of Columbus, Ohio, this dedication is engraved: “A place
to which the wise and honest can repair. ” Here are expressed the
two qualities that are essential in improving the government of
our land. Knowledge must be coupled with honesty and when
these are put together there will be no lack of the power needed
for achievement.
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The Accounts of an Oil Company
VII

By H. G. Humphreys
The "code of fair competition for the petroleum industry” was
signed by the president August 19, 1933, and became effective
two weeks later.
The administrative machinery for the effectuation of the code
consists of:
(a) The planning and coordinating committee, representing
the petroleum industry and the national recovery ad
ministration. (This committee is set up to cooperate
with the administrator as a planning and fair-practice
agency.)
(b) A federal agency, designated by the president. (The
federal agency is to make estimates of petroleum re
quirements, allocations, etc.)
These two bodies are empowered to call upon the petroleum
industry for necessary statistical and other reports, and any re
fusal to supply such reports is a violation of the code.
Oil accountants are deeply interested in the forms in which
information is to be supplied to the committees. This informa
tion will doubtless cover, among other subjects, personnel data,
oil inventories, sales and costs. These forms should, in time, be
come a part of the standard accounting procedure of the industry.
Article VI of the code requires the transportation sub-commit
tee of the planning and coordinating committee to investigate
transportation practices and rates. It may be presumed that
this study will embrace the operations of pipe lines, tank cars,
tank wagons, tankers and barges. In due course there should be
some interesting data developed and published on this subject for
the information and guidance of the industry.
Rule 24 of article V of the code reads:
"Evasion of taxes in the sale of petroleum products gives to
evaders an undue and unlawful advantage over legitimate mar
keters and is unfair competition within the meaning of the
national industrial recovery act.”

This rule has to do with the federal excise tax and with state
and local taxes on petroleum products. A company which pays
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these taxes is supposed to recover the amount from sales to
customers.
The administrative committees will learn a great deal about
taxes that are paid by the oil industry, not only as to taxes that
are paid and recovered through sales, but as to those that are paid
and absorbed in the taxpayer’s costs. The franchise tax and the
ad-valorem tax on non-operating properties are the initial links
in the chain. Immediately oil or gas emerges from a well a
production (or occupation or severance) tax is levied; then comes
the pipe-line transportation tax, followed by plant ad-valorem
taxes, tank-car mileage taxes, gasoline pipe-line transportation
tax, ad-valorem taxes on warehouses and distributing stations and
contents, state automobile licences, certain local occupation
taxes, federal capital-stock tax, etc. If at this point the tax
payer’s income is not in the “red,” federal and state income taxes
are to be paid. Only by a substantial rise in the market prices
of petroleum and its products will legitimately operated oil con
cerns, generally speaking, be enabled to absorb these taxes and pay
a fair return on investment.
One hears a great deal nowadays about vertical and horizontal
classifications. The idea is susceptible of a wide variety of appli
cation to business problems. Its application to the labor ques
tion provides an interesting example. Those who favor the
vertical plan hold that labor should organize within an industry,
while the horizontal proponents are for unionizing labor by classes
regardless of the industry which employs it.
Organization charts should be given this vertical-horizontal
test before being adopted, since some of the functions are vertical
(departmental) and others horizontal (general).
As to apportioning the income of an integrated oil company,
there are what may be called the “horizontal” and “vertical”
schools of thought. One favors the application of original costs
horizontally to the exclusion of inter-departmental profits, while
the other follows the vertical method and develops profits by de
partments so as to show the net return on the respective depart
mental investments. Since both factions come to agreement in
the published general income account, it is not generally known
that this difference of opinion exists. The following quotation
(being rule 6 of article V of the code) seems to settle the question:
“ Inasmuch as there are firms and corporations in the petroleum
industry who severally or through firms and corporations owned
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or controlled constitute and comprise a complete or integrated
unit in such industry or produce and refine petroleum and market
the products manufactured therefrom, the business thereof shall
be so conducted that the several branches of this industry, viz.:
producing of petroleum, refining, and marketing of refined
products may be carried on upon a profitable basis and that no
one or more of the said branches shall obtain or receive excessive
or disproportionate gain or profit therefrom to the exclusion of
any other branch of this industry.”

With the coming of the code it is perhaps timely that I subside.
However, before going into innocuous desuetude, I shall complete
my programme with a brief discussion of marketing. As a basis
for the discussion, I have prepared the two forms which follow,
viz.:
(a) Cost of sales summary.
(b) Trading summary.

For present purposes, let it be assumed that the company is do
ing business in (say) four states and that all the accounting is
done at the head office, with the following exceptions (1, 2 and 3):
1. The production costs are compiled and detailed stock
records kept at the plants (at least constructively). All
summaries of charges entering into costs are approved by
each respective plant superintendent before the records
are closed for the month. Similarly, all invoicing of sales
and transfers is done at the plants.
2. The retail division of the marketing department is divided
into districts (a district being a part of a state). Each
district office keeps a complete set of books embracing
bulk and service station property accounts, details of
stocks, operations, accounts receivable, etc. The balanc
ing account of a district balance-sheet is a credit to the
head office made up of:
(a) Cr. Balance at beginning of year.
(b) Cr. Merchandise, payroll cheques, imprest
fund replenishments and sundries.
(c) Dr. Cash remittances.
(d) Cr. Current year’s profit-and-loss
((b), (c), (d) closed into (a) at the end
of the year).
3. In the central or chief district of each state is a state office,
which keeps no account other than that of general state ex367
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Profit on internal transfers ..................................

Cost of sales ...................................................

Stock losses............................................................
Closing inventory ................................................

QD

QD
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(QD)

(QD)

QD

(Q)

(Q)
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(QD)
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D
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D

QD
QD
transferred .................................
(QD)
QD
QD

N ote.— The asterisks are to connect certain items found in each of the two summaries (A) and (B).
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QD

12 Opening inventory ..................................................
QD
13.................................................................................. Commodities

Cost of products, etc ....................................

Crude oil ru n .....................................................................

1................................................................................. Casinghead

2
3

QD

Terminals
Lubricating Purchases for
and
department department department
resale
warehouses
I
II
III
IV
V
gasoline

Natural

(A) C ost of Sales Summary

gas purchased ...............................
QD
Pipage ..................................................................................
D
4 Casinghead gasoline bought and u se d ...........
QD
5................................................................................. Component oils, containers, etc., used ..........
6 Chemicals used ........................................................
D
D
D
7................................................................................. Operating and maintenance .............................
8 Processing loss .........................................................
(Q)
(Q)
(Q)
* 9 Departmental general expense ..............................
D
D
D
**10 Depreciation .............................................................
D
D
D

Items

D — Dollars only
QD —Quantity and dollars
( ) — Decrease

Q—Quantity only

Individual distributing stations

QD

(QD)

(Q)

QD
(QD)

D

QD

Q

(Q)
(Q)
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(QD)

Q

(Q)
(Q)

QD (QD)
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---------------------------------------------Total
Bulk
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V IA
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QD (Q)

Q (Q)

Refinery

Terminals
Lubricating Purchases for
and
department department department
resale
warehouses
I
II
III
IV
V
gasoline

Natural

(B) T rading S ummary

Individual distributing stations

sales .
DD
D
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Selling expense, direct ...........................................................................................
Selling expense, apportioned ................................
D
D
Departmental general expense.............................................................................
General expense apportioned ...............................
D
D
*10 Depreciation .................................................................................................
Retirements ............................................................
D
D

Plant profit ...........................................................

D

D

D

D

D

D

D

D

D
D

D

D

D

D
D

N ote.— Gasoline sales taxes— federal, state and local—are excluded from this summary
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Profit on internal transfers.............................

Direct trading profit............................................

34

****17

Net-back on direct sales ......................................
Cost of sales ......................................................

33
***16

D

D
D

D

D
D

D

D

D
D

D

D

D

D

D

D

D
D

D

D

D

D

D

D

D

D

D

D

D

D

D

D

D

D

D

D

D

D

D

D

transportation costs .............

costs ..........................

32................................................................................. Total selling expense, etc .............................

31

28
29
* 9
30
*

27................................................................................. Net sales less

26.................................................................................Total transportation

24................................................................................. Truck delivery expense ....................................
**
10
Depreciation on delivery equipment.............
25................................................................................. Delivery point to point ....................................

22................................................................................. Tank car rent, demurrage, etc .........................
23................................................................................. R. R. freight ......................................................

21...................................................................................... Net

18
19

•

DDD

DDD

DDD

DD

D

D
D
D
D
D
D

D

D

(D)

D
D

D

QD

D

D

D

D (D)

D
D
D

D

D

D

D (D)

D
D

D D D D

---------------------- - ---------------------Total
Bulk
Service
VI
V IA
VI B

Sales, less returns ..................................................
QD
QD
QD
QD
QD
QD
QD
Outages and allowances.......................................
QD
QD
20..............................................................................................................................................................................................Other deductions from sales.

Items

D — Dollars only
QD —Quantity and dollars
( )—Decrease

Q— Quantity only
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penses paid out of an imprest fund, which is apportioned
over districts at the close of each month. Each district re
ports to its state office (say) every five days giving a stock
summary, details of sales and amount of remittances made
to head office. At the close of the month each district
office sends a complete report (balance-sheet, operations
and disposition of funds) to the head office, where they are
combined by states, and a copy of each such state report
is then sent to the respective state manager.

(a) Cost of sales summary

I speak of a cost of sales summary because the subject under
discussion is that of marketing. Strictly speaking, it is a stock
control summary.
Cost of production (item 11 of columns I, II and III) has been
discussed in some detail in articles V and VI of this series pub
lished in The Journal of Accountancy. The cost record of
each plant carries an account of each product—finished, unfinished
and in process—showing quantity, cost and unit cost, into
which the respective production and costs are posted monthly.
Purchases for resale (item 11 of column IV) covers (a) miscel
laneous commodities and sundry articles that are later sold
through the distributing stations, (b) gasoline, etc., simultane
ously resold to jobbers and (c) “exchange” purchases from cer
tain manufacturers of gasoline later sold through stations. These
“exchange” purchases are approximately offset by “exchange”
sales from plants to such manufacturers for resale by them.
Commodities transferred (item 13) from plants to other de
partments—terminals, warehouses and distributing stations—
are changed at a fair market price, which is “cost” to such other
departments, plant stock records being credited at actual cost,
the balance being credited to an account called “profit on in
ternal transfers” (explained later). The same rule is followed
with regard to all transfers between departments as per columns
I, II, and III.
There should be no inventory in “purchases for resale”
(column IV), since commodities so purchased would be either
sold to jobbers or transferred to stations simultaneously with the
purchase of them, and commodities in transit would be taken into
account on the books of the departments to which they were
consigned.
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Stocks at terminals and warehouses are available for delivery
on wholesale sales or for transfer to distributing stations.
Records of stocks at bulk and service stations, kept by the re
spective district offices, are carried by commodities in quantities
only, in balance with the district control account, which is carried
by commodities in quantity and dollars.
It will be seen that no transportation charges are included in the
stock accounts, other than the transportation costs that are
included in production costs.
Stock accounts are adjusted only as to quantity of stock varia
tions; they are charged at “cost” and credited at average monthly
unit cost. The necessary adjustments, to bring inventories to
the lower as between cost and market, for general balance-sheet
purposes, are made through the general profit-and-loss account.

(b) Trading summary

In article IV of this series published in The Journal of Ac
the auxiliary accounting records of an oil company
were described. In the general paragraph on that subject, it was
stated that every statement issued by the company may be said
to have been copied from the books and that every statement
regularly prepared is bound in a permanent record.
The summary now under discussion is an attempt to develop a
true net-back. The following is a quotation from article I on this
subject:
“As to prices of crude oil, the theory is fairly well recognized
that crude oil prices should be measured by the net-back to re
fineries—that is, the realization on refinery products less selling
and general expenses. It is most important to realize that this
thing called net-back represents almost all the money that comes
into the industry through the sale of its products.”
countancy,

Having broken down the cost of sales by departments, I to VI,
it becomes necessary to develop the profit similarly by depart
ments. It will be seen that item 33 of the trading summary gives
the net-back on direct sales, from which the cost of sales is
deducted, leaving the direct trading profit of each department,
consisting of:
I

Columns
II III
IV

Profit on wholesale sales of company products.
Profit on wholesale sales of purchased products. Since stocks
are carried at market prices, the transactions of this depart
ment should result in a minor profit or loss.
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Profits on wholesale sales of company products. The stocks of
this department being carried at market, the profit or loss
should be a small amount.
VI
Profit on retail sales of company products and purchased
products, by states, divided by districts.
VI a. Net-back only, by districts, divided by individual bulk and
VI b.
service stations, combined as may be necessary.

V

At this point, let us briefly consider the items of the trading
summary.
Sales, less returns, consist of external sales, except that the sales
of distributing stations include sales for consumption in company
trucks and cars. External sales, column II, include “exchange”
sales, which are offset by “exchange” purchases represented in
item 11 of column IV.
Outages and allowances represent losses in transit. Gasoline,
for example, is invoiced at a volume corrected to 60 degrees Fahr.
and the consignee is entitled to the volume he pays for on that
basis, within reason. Outages on transfers of gasoline are
charged against “profit on internal transfers.”
Other deductions from sales are to take up freight allowances
and certain commission expenses, etc., that might be improperly
included in selling expense.
Transportation costs are analyzed in the same classification as
the stocks to which they relate. Transfers from terminals and
warehouses to stations and from bulk to service stations are cov
ered by a monthly charge, which includes a fair proportion of
freight and truck delivery expense, the transportation costs not
taken up in expense being the proper proportion deferred in re
spect of stocks on hand at the close of the month. This analysis
eliminates duplicate charges, furnishes a true basis for the audit
of freight rates and gives the management a complete record of
transportation costs per se according to the books of account.
Selling expenses are pure selling expenses. Item 28 covers the
compensation to the company’s own employees and the expenses
incurred by them in company-operated properties plus proper
charges not incurred by them, including rent, taxes, insurance, etc.
Selling expenses, apportioned, or general selling expenses, are
also pure selling expenses, the greater part being applied to the
direct sales from plants and terminals. These are reviewed at
the close of the year and the apportionments for the entire year,
as recorded, represent the fair judgment of the departmental
managers concerned.
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The other expense items have been previously discussed in this
series in more or less detail.
The balance of “profit on internal transfers” account represents
the excess of charges to other departments for products transferred
thereto over the cost of such products transferred plus allowance
for outage of gasoline en route to destination. By segregating
this profit, the trading summary form automatically develops the
trading profit on the external sales of each department, regarding
each as an independent operating unit. If we now declare a
dividend, so to speak, of this profit on internal transfers, it would
be distributed, pro rata, over the departments to which the com
modities were transferred. Thus we should arrive at the profit of
each department on an actual-cost basis. From the auxiliaries
of the departmental profit-and-loss accounts, so adjusted, a de
tailed comparison might be made of the trading profit as between
the wholesale and the retail divisions, on a cost basis.
Net-back on external sales, item 33, is not a true net-back since
it includes the sales of purchased products. What is desired is the
net-back to company plants on the sale of company products only.
To arrive at the desired net-back, the trading in purchased pro
ducts must be eliminated. As previously mentioned, the “ex
change” purchases from certain manufacturers are approximately
offset by “ exchange ” sales from company plants to those manufac
turers for resale by them. These purchase and sale transactions,
which, by the way, are entered into for the purpose of saving trans
portation costs, are so conducted that they usually balance—
quantity and dollars. If there were no “exchange” transactions,
the sales to manufacturers would be replaced by transfers from
the company refinery to stations. If we now deduct from column
II, item 33, the gallons and dollars of “exchange” purchases,
eliminate from column VI, item 33, the amount of sales of mis
cellaneous purchased articles, also a fair deduction allowance to
cover expenses incurred in trading in such miscellaneous articles,
and eliminate column IV, item 33, entirely, we arrive at the netback to company plants. This net-back might now be broken
down into products, and cost of products applied thereto, as
follows:
Individual
Columns I II III V VI
products
Sales, less returns, item 18................................................................. Q
D
Deduct: “exchange” purchases as from col. II offsetting “ex
change” sales............................................................................... Q
D
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Remainder....................................................................................
Deduct: Sales of miscellaneous purchased articles, col. VI.............
Sales of company products........................................................
Deduct: Items 19, 20, 26 and 32,—less allowance for expenses
on miscellaneous sales, col. VI—apportioned over individual
products sold................................................................................
Net-back to company plants.....................................................
Deduct: Cost of sales, item 16, less exchange purchases applied in
col. II, and less cost of miscellaneous sales, col. VI.................. Q
Profit on individual company products.................. Q

D
D
D

Q
Q

D

D

Q

D
D

Analytical auxiliary records of the operations of the manufac
turing and marketing departments must be maintained in order
to be in position to compile this statement of profit on individual
company products, by departments.

Section 6 of article III of the code reads as follows:
“Section 6. During such periods as the production of crude
petroleum in any state is within the allocation to that state, as
provided in section 3, article III, of this code, it shall be an unfair
practice within that state to buy, sell, receive in exchange, or
otherwise acquire mid-continent crude petroleum of 30°-36.9°
A.P.I. gravity during any calendar month at a price per barrel (to
the nearest cent) less than that which will be determined by
multiplying the average group 3 tank car price per gallon of U. S.
motor gasoline of 60-64 octane rating during the preceding
calendar month as ascertained and declared by the federal agency
designated by the president, by the constant 18.5. The constant
18.5 represents the relationship, during the period 1928-1932,
between the average price per barrel of mid-continent crude
petroleum of 36°-39.9° A.P.I. gravity and the average group 3
price per gallon of U. S. motor gasoline of 57-65 octane rating or
58-60 U. S. motor gasoline. For crude petroleum of lower or
higher gravity and/or different quality and/or in different
locality, fair and equitable differentials between the price of 36°36.9° mid-continent crude petroleum, determined as above pre
scribed, and the prices quoted for other crude petroleums shall be
observed. Each company or individual purchasing crude petro
leum shall file a certified copy of its price schedule and subsequent
price changes with the planning and coordinating committee.
Such contracts for the purchase of crude oil as were in existence
on the effective date of this code shall not be affected by the provi
sions of this section during the period of the contract, provided
that a certified copy of each such contract is filed with the plan
ning and coordinating committee within thirty (30) days of the
effective date of this code. Such contracts, however, may not be
renewed except with the approval of the planning and coordinat
ing committee.”
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The analysis of item 18 of column II of the trading summary
gives the gross realization on gasoline and other products derived
from the crude oil. The analysis of item 2 of column II of the
cost-of-sales summary gives the posted market prices of crude oil
of various gravities (A.P.I.). The company that operates its
plants efficiently and economically and produces quality products
at a low rate per barrel of throughput and then holds its trans
portation, selling and general expenses at a low rate per gallon will
benefit under the rule adopting the 18.5 constant as described in
the foregoing quotation from the code. It only remains to be
said that the company which studies its costs through the medium
of properly designed and maintained auxiliaries will gain all the
advantages which its volume of business and the geographical
positions of its properties entitle it to receive.

I said on starting this series of articles that my writing would
properly come under the title of “Oil sketches,” but, in deference
to request, the present title was adopted. I am not unlike the
Welsh sign-painter who was commissioned to paint an angel on a
sign to be hung over the entrance of a new hotel—“The Angel
Inn.” The painter importuned the proprietor to change the name
to “The Red Dragon Inn” offering to deliver the most gorgeous
painting of a red dragon on a green field ever seen in Wales. He
was told to paint a sign of an angel according to agreement.
In due course, the sign was delivered and hung, but all who
gathered at the opening of the inn remarked that the figure
resembled a dragon more than it did an angel.
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AMERICAN INSTITUTE EXAMINATIONS

[Note.—The fact that these answers appear in The Journal of Account
ancy should not cause the reader to assume that they are the official answers
of the board of examiners. They represent merely the opinions of the editor
of the Students' Department.]

Examination

in

Auditing

May 11, 1933, 9 A.M. to 12:30 P.M.

Answer all the following questions.

No. 1 (10 points):
State what you understand to be the scope of the following:
(a) Balance-sheet audit
(b) Complete audit
(c) Continuous audit
(d) Special audit
Answer:
The following are quoted from Accounting Terminology (the preliminary
report of a special committee on terminology of the American Institute of
Accountants):
(a) Balance-sheet audit: “A balance-sheet audit consists of the verifica
tion, as of a given date, of the assets, liabilities, capital, surplus and all re
serve accounts, including as incidental thereto such examination of the opera
tions as may be necessary to give credence to the stated financial condition.
“It does not include the detailed vouching of all receipts and disbursements
or all details of income and expenditures, nor does it establish the accounta
bility of the fiduciary parties, except broadly.
“ It should be accompanied by a report stating the nature and extent of the
verifications which have been made, drawing attention to any items requiring
explanation or comment, or by a certificate stating the opinion of the auditor
as to the correctness or incorrectness of the statement submitted, or by both
report and certificate.”
(b) Complete audit: "One in which the examination extends to a verifica
tion of the details of all the books of account including subsidiary records and
all supporting vouchers, as to mathematical accuracy, complete accounta
bility and correctness of accounting principle. In modern practice such an
examination is seldom made.”
(c) Continuous audit: "One in which the detailed work is performed either
continuously or at short regular intervals throughout the fiscal period, usually
at the shortest intervals (e. g., weekly or monthly) at which subsidiary records
are closed and made available for audit in controllable form. Such ‘continu
ous’ work leads up to the completion of the audit upon the closing of the ac
counting records at the end of the fiscal period.
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“A continuous audit differs from a periodical audit, even though the detail
work be performed, for example, monthly, in that no report is made, except of
irregularities detected and adjustments found to be necessary, until the end of
a complete fiscal period, and, further, in that the certification of balance-sheet
figures, as such, may be deferred until the fiscal closing.
“A continuous audit is not necessarily a complete audit but may be limited
in scope according to understanding and to meet the requirements of the case.”
(d) Special audit: “An audit made for any purpose other than the verifica
tion or certification of statements of account presented according to regular
procedure at the close of an accounting or fiscal period. Such an examination
may be one where specially exhaustive attention is given to detail or it may,
on the other hand, be a sketchy examination of some limited feature of the
accounts. An interim or periodical audit made in the regular course, how
ever, is not a special audit.”

No. 2 (10 points):
The E Z Corporation issued $100,000 of preferred stock with an obligation
to set aside a certain percentage of its annual profits as a reserve for the final
redemption of the stock at par, a corresponding fund being accumulated in
actual cash. It is further provided that the corporation may use this cash to
repurchase its preferred stock in the market, carrying it as treasury stock until
redeemed. Such redemption may take place at any time on due notice to the
holders.
In the course of time the corporation has set up such a reserve and cash fund
to the amount of $50,000. In 1932, owing to the depression in the stock mar
ket, it was enabled to buy in the entire issue at an average cost of 10 per cent.,
or $10,000. Thereupon, after giving “due notice,” it redeemed the entire
issue, and its balance-sheet now shows cash in the fund of $40,000 and an in
crease in the surplus of $140,000.
At the annual meeting, which you attend as auditor, you are asked if this
additional surplus is available for an extra dividend on the common stock.
What would you reply? Give your reasons.
Answer:
In 1932, just before the preferred stock was purchased, the accounts showed:
Sinking fund cash..................................................................... $ 50,000
Reserve for retirement of preferred stock.............................
50,000
Preferred stock..........................................................................
100,000

The purchase of the treasury stock (preferred) should be recorded:
Treasury stock—preferred..................................... $100,000
Sinking fund cash................................................................... $ 10,000
Discount on treasury stock.................................................
90,000
Upon giving “due notice” and securing authority from the secretary of
state to cancel the preferred stock, and entry should be:
Capital stock—preferred....................................... $100,000
Treasury stock—preferred................................................... $100,000
At this point the accounts should show:
Sinking fund cash...................................................................... $ 40,000
Reserve for retirement of preferred stock.............................
50,000
Discount on treasury stock.....................................................
90,000
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As the corporation has met its “obligation to set aside a certain percentage of
its annual profits as a reserve for the final redemption of the stock,” the board
of directors may direct the return of the sinking fund cash to the general cash
account, and the amount in the reserve for the retirement of preferred stock
($50,000) to free surplus available for dividends.
Whether the directors may declare a dividend from the discount on treasury
stock ($90,000) depends upon the statutes of the state of incorporation and the
charter of the company. If these permit the payment of dividends from dis
count on treasury stock retired, it would be well to give written notice to the
stockholders as to the source of the dividend.
In this case the company was able to fulfill its “ obligation ” to retire $100,000
of preferred stock for $10,000. If the rights of the creditors were not impaired
by the requirement to pay out $100,000 to the preferred stockholders, it would
seem reasonable to expect that no injustice would be done if the discount on
the treasury stock was paid as a dividend.
No. 3 (10 points):
Why should an auditor insist upon examining all insurance policies, life, fire,
indemnity, and compensation, in the course of his work?
Answer:
All insurance policies should be examined for the purpose of ascertaining:
(1) The degree of protection against extraordinary losses;
(2) The existence of the policies;
(3) The amount of the prepaid, unexpired premiums thereon;
(4) The amount of any accrued liability for unpaid premiums;
(5) The cash surrender value on the life insurance policies;
(6) That the company is the beneficiary in the policies;
(7) Whether the policies have been assigned and for what purpose.
Oftentimes the fact that assets have been pledged will be disclosed when it
is found that the insurance policies have been assigned.

No. 4 (10 points):
What would you consider a satisfactory voucher for:
(a) Payrolls in a large manufacturing business;
(b) Purchase of a stock-exchange security;
(c) Investment in a mortgage;
(d) Investment in, and the current value of, building-and-loan shares?
Answer:
The term “voucher” in this question covers all kinds of supporting records,
not merely the customary payment voucher.
(a) The dollar amount of each payroll should be supported by cancelled
payroll cheques or pay receipts. The names and amounts shown on the indi
vidual cheques and receipts should be substantiated by (1) a payroll book,
for all week workers; (2) a time-card record, for day and hour workers; and
(3) a piece-work record, for piece workers. The rates of pay should be checked,
with officials and foremen, and piece-work rates should be compared with the
company’s schedule.
(b) A notification of purchase from the bank or broker will show the name
of the security, the date, and the price; a cancelled cheque or a broker’s state
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ment will show the payment or liability for payment. The price paid may be
checked against the market range for the day of purchase.
If the security is on hand at the date of audit, it may be inspected. If it
is held elsewhere for safe-keeping or as collateral, a confirmation may be ob
tained from the holder. If it has since been sold, a broker's statement, and/
or the receipt of cash therefor can be checked.
(c) The cancelled cheque issued in payment; the mortgage itself, or a con
firmation from the holder thereof; and a check of title in the recorder’s office
provide satisfactory authentication. In addition, the minutes of the board
of directors may contain an authorization of the purchase; in some cases, it
may be desirable to secure a confirmation from the mortgagor.
(d) Investment in building-and-loan shares would be evidenced by cancelled
cheques, and by the association pass-book. A confirmation should be obtained
from the association as to the present paid-in value, the cash-value, and the
loans (if any) against the shares.
The current value of the shares may be determined by examination of the
statements of the association.

No. 5 (10 points):
The A B Corporation has ten thousand hands employed in some twenty
departments. Its payrolls have always been made up by departments in
standard form, and hitherto it has had little trouble in ascertaining each em
ployee’s total compensation, as changes from one department to another were
very rare. In 1932 it adopted a “spread-the-work” plan which involved not
only laying off men for short periods but also switching hundreds of them from
one department to another as occasion demanded.
Entering on your annual audit engagement February 1, 1933, you find the
entire clerical staff working frantically to make out information returns, the
number being greatly increased by the lowering of personal exemptions under
the federal income-tax act of 1932. Wages are paid weekly on the hourly
basis, so the correct amounts to be returned can be obtained only by tracing
each man’s time through every departmental payroll.
You are asked to suggest some method by which the data for these informa
tion returns may be easily and accurately compiled for the future, without dis
organizing departmental cost accounting.
What would you suggest?
Answer:
The A B Corporation undoubtedly maintains complete and detailed employ
ment records, and a slight amplification of these records would provide the
data for the informational returns and also provide significant control data.
An earnings card would be kept for each employee to be posted up each
week from the payroll records; the clerk making the posting could at the same
time record the hours worked and (in code abbreviation) the department and
the kind of work. Thus the total earnings for the year would be readily de
terminable, and the company would be provided with a detailed history of the
employment experience of every employee.
An organization of this size, employing ten thousand hands, and paying
weekly, might well consider the use of tabulating machines; not only in solving
the above problem, but in distributing the labor charges, etc.
No. 6 (10 points):
The X Y Corporation becomes insolvent and you are appointed receiver.
State in detail the system of accounting you will adopt, and the form of your
final report to the court.
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Answer:
I would prepare a set of ledger accounts for all of the assets taken over from
the corporation, and for those subsequently discovered. The assets would be
valued according to the values used in the inventory approved by the court.
As the assets are realized, the accounts should be credited with the amount at
which they were recorded upon the books, and the resulting profit or loss
should be recorded in the realization profit-and-loss account.
Expenses and liabilities paid should be recorded in appropriate accounts,
which should be classified according to those chargeable to the corporation, and
those chargeable to the receiver. The nominal accounts should be closed into
the realization profit and loss, and a final report, somewhat as follows, should
be prepared:

John Doe, Receiver
For the X Y Corporation—In receivership
Charge and discharge statement
for the period (date) to (date)
I charge myself with:
Assets taken over (date):
(Assets in detail).......................................................................... $...............
Additional assets discovered:
(In detail).............................................................................................................
Liabilities incurred by the receiver:
(In detail).............................................................................................................
Gains on realization of assets................................................................................

Total charges............................................................................

$...............

I credit myself with:
Liabilities paid:
(Debts incurred prior to the receivership, in detail)............... $..............
(Debts incurred by the receiver, in detail).....................................................
Losses on realization of assets:
(In detail).............................................................................................................

Total credits..............................................................................

$...............

Balance—cash (or assets on hand)...................................................

$..............

No. 7 (10 points):
State in detail how you would audit, verify and classify on the balancesheet securities in which the surplus funds of a corporation are invested.
Answer:
These temporary investments may be audited and verified as follows:
Prepare a schedule showing:
(1) Dates of purchase;
(2) Descriptions of securities;
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(3)
(4)
(5)
(6)
(7)
(8)

Number of shares, or par value of bonds owned;
Cost of securities;
Market value of securities;
Interest and dividend dates;
Interest and dividends received;
Securities hypothecated, with whom, and for what purpose.

The securities should be inspected by the auditor as soon as possible, and
checked against the above schedule. Certificates out for transfer, or those
hypothecated should be confirmed by direct correspondence with the transfer
agents or other holders thereof.
In his examination, the auditor should determine (1) that the bond cou
pons which are due subsequent to the date of the examination are intact, and
(2) that the stock certificates are in the name of the corporation, or that they
are endorsed or are accompanied by powers of attorney if in the names of in
dividuals.
The brokers’ purchase and sales invoices should be audited, the cancelled
cheques examined, and the proceeds of cash from any sales should be traced to
the bank account to verify the purchases and sales as recorded on the books.
As the investment is made from surplus funds, it is to be expected that the
securities are marketable, and that the investment is temporary. Accordingly,
they should be shown in the balance-sheet under the caption of current assets.
If the total market price is less than the total book value, a reserve should be
set up in the balance-sheet, unless the difference is small. The basis of valua
tion and the amount hypothecated (if any), should be clearly indicated on the
balance-sheet.

No. 8 (10 points):
Give four principal examples of contingent liabilities, and state how you
would proceed to discover them.
Answer:
(1) Income taxes: The revenue agents’ reports, correspondence with the
treasury department, and the copies of prior years’ returns should be examined
to learn of the possibility of additional assessments for income taxes not re
corded upon the books.
(2) Notes receivable—discounted: In auditing the notes receivable, those
notes which have been discounted should be listed upon the schedule prepared.
Direct confirmation should be obtained from the holders.
(3) Endorsements: If the officers or partners of the concern whose books are
being audited are interested in other businesses, especial care must be taken to
learn whether or not they or the company are accommodation endorsers. Di
rect inquiry should be made of the officers or partners, and a certificate should
be obtained from them. Careful examination of the officers’, partners’ and in
terest accounts may show payments which might indicate that they or the
company are accommodation endorsers.
(4) Damages: The correspondence files, particularly those with the com
pany’s attorneys, and reports from credit agencies should be examined to learn
of any contingent liability for damages. An opinion in writing from the com
pany’s attorneys as to the amount which the company may be required to pay
should be obtained.
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In general, the contingent liabilities should be set up as a footnote to the
balance-sheet. A certificate should be obtained from the officers showing
those liabilities, direct or indirect, which are not stated on the books.
No. 9 (10 points):
A merchandising corporation shows in its profits for the year under audit
a large amount of anticipated cash discounts on its accounts payable. Dis
cuss the pros and cons of this practice.
Answer:
The practice of anticipating cash discounts on accounts payable may be ap
proved when the following conditions exist:
(1) The company has sufficient cash funds to assure the taking of all cash
discounts.
(2) The practice has been followed in past years, so that discounts received at
the first of the year had been taken into income of the previous year.
(3) Inventory is priced at cost less discount (if discounts are small, and it is
more convenient to keep inventory at gross cost, a reserve for discounts should
be deducted from inventory at the average discount rate for the year).
(4) A similar practice is adopted with respect to discounts on accounts re
ceivable; i. e., a reserve is provided for the estimated amounts of discounts to be
taken by customers, based on the company’s experience. If sales discounts are
small, this requirement may be ignored.
The wording of the problem would seem to indicate that the company has
for the first time made this anticipation, possibly for the purpose of bettering its
profit showing. If the company meets requirements (1) and (3) above, and
proposes to adopt this method of accounting for discounts in the future, no
serious objection should be raised, provided:
(a) Discounts available at the beginning of the year are excluded from this
year's discounts income.
(b) The face of the balance-sheet and income statement indicate the treat
ment of discounts.
(c) Discounts on accounts receivable, unless small, are similarly antici
pated.
Anticipation of cash discounts on purchases is generally considered anticipa
tion of profit, on the ground that the discount is not earned until the payment is
made. On the other hand, it is just as logical to tie up the discount earn
ing with the purchase, for without the purchase there would be no discount.
This line of argument brings us to the old question of classification of pur
chase discounts—are they deductions from purchases, or are they financial
earnings?
In general, it might be stated that if discounts are considered reductions of
purchase cost (purchases may or may not be entered net), anticipation of dis
counts is proper; if discounts are financial earnings, they are earned when the
invoices are paid, and should not be anticipated.
In cases where cash discounts are large—the garment industry, for example—
and monthly statements are being prepared, failure to anticipate discounts on
sales and purchases may distort the income statements, since the seasonal
nature of the business frequently produces wide variations between payments
and purchases, and between sales and collections, in the several months.

382

Students' Department
No. 10 (10 points):
The X Y Corporation shows on its balance-sheet, among its assets, the fol
lowing items:

Notes receivable......................................................
Accounts receivable................................................
Less reserves........................................................

What criticisms have you to offer?

$300,000
200,000

$500,000
150,000
------------ $350,000

State the principle involved.

Answer:
Notes and accounts receivable should be classified on the balance-sheet as
owing from trade creditors, affiliated concerns, officers and employees, and
others. If no description is attached, the reader is justified in assuming that
all are trade receivables arising from the ordinary course of the business; if this
is not true of the X Y Corporation’s receivables, the balance-sheet is mislead
ing.
Furthermore, the reserves should be identified and set out separately, each
deducted from the specific asset to which it applies.
The principles violated in the presentation illustrated are:
(a) All material facts should be disclosed, so that the reader will be able to
make a proper interpretation thereof.
(h) Each asset should be valued separately.
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Institute Examination in Law
By Spencer Gordon
The following answers to the questions set by the board of examiners of the
American Institute of Accountants at the examinations of May, 1933, have
been prepared at the request of The Journal of Accountancy. These
answers have not been reviewed by the board of examiners and are in no way
official. They represent merely the personal opinions of the author.—Editor,

The Journal

of

Accountancy.

Examination in Commercial Law
May 12, 1933, 9 A.M. to 12:30 P.M.

An answer which does not state reasons will be considered incomplete.
ever practicable, give answers first and then state reasons.

When

Group I
Answer all questions in this group.
No. 1 (10 points):
State in each of the following cases whether or not Culver is legally bound by
his promise and state the principles of law on which your answer is based:
(a) Hawkins, upon reaching the age of 65 years, retired from the employ of
Culver and immediately thereafter Culver promised to pay Hawkins $100 each
month as long as Hawkins lived. Culver had no established pension plan and
at no time prior to his retirement had Hawkins expected or had any reason to
expect a pension. Culver made the payments for four years but then discon
tinued them although Hawkins was still alive.
(b) Culver signed a subscription list by which he promised to give $100 to
the Central Church toward the cost of a new organ. Other subscribers signed
before and after him. The Central Church purchased the organ but Culver
refused to pay the $100.
Answer:
(a) Culver is not legally bound by his promise to his former employee.
Consideration given before the promise was made and without reference to it
can not support a contract. Moral consideration is insufficient without some
thing more to make a contract legally enforceable. The promise was a mere
gratuity and is not legally binding.
(b) Culver is legally bound by his subscription to the cost of the organ.
Some cases dispute the statement that mutual promises are consideration for
each other but the fact that this subscription was acted upon takes this case out
of the realm of dispute. The great weight of authority holds that if before the
withdrawal of the subscription to some charity the promisee performs some act
or changes position in reliance on the promise, carrying out the project which
the promisor had in mind, the necessary consideration is furnished to make the
agreement binding and legally enforceable.
No. 2 (10 points):
The payee of a note, before its maturity, wrote on the back of it: “I hereby
assign all my right and interest in this note to Richard Fay in full. (Signed)

384

Institute Examination in Law
Harry C. Witte." The maker failed to pay the note at its maturity and Fay
sued Witte as an endorser. Witte defended on the ground that his writing on
the back of the note was a qualified endorsement and that he was not liable as
an endorser. For whom should judgment be rendered?

Answer:
The negotiable instruments law (section 38) states:
“A qualified indorsement constitutes the indorser a mere assignor of the
title to the instrument. It may be made by adding to the indorser’s
signature the words ‘without recourse’ or any words of similar import.”
By the weight of authority the writing made by Witte would not be considered
to comply with this provision and Witte would be held as an endorser. There
are decisions, however, which take the view that Witte’s writing would be
“words of similar import” within the statute.

No. 3 (10 points):
Laufer sold furniture to Burghard on a conditional sales contract for the sum
of $515.39. The furniture was delivered and instalments were collected until
the balance due on the contract was $343. Thereupon Laufer lawfully retook
possession of the furniture and sold it. Must Laufer account to Burghard for
any portion of the proceeds of the resale,
(a) if the net proceeds amounted to $400?
(b) if the net proceeds amounted to $200?
Answer:
Laufer must account to Burghard for $57 less cost of resale and retaking if
the proceeds of the resale are $400; if the proceeds are only $200 Laufer need not
account to Burghard for any part of proceeds. Uniform conditional sales act,
section 21, provides:
“The proceeds of the resale shall be applied (1) to the payment of the
expenses thereof, (2) to the payment of the expenses of retaking, keeping
and storing the goods, (3) to the satisfaction of the balance due under
the contract. Any sum remaining after the satisfaction of such claims
shall be paid to the buyer.”
No. 4 (10 points):
A certificate of stock for 100 shares of the capital stock of the Bond & Share
Company, issued to Lovett & Co., was endorsed by Lovett & Co. in blank and
then sold for value to Whitestone & Co. who did not fill in their firm name or
otherwise alter the certificate. Thereafter it was stolen from Whitestone & Co.
The thief erased the name of Lovett & Co. as the stockholder and their signa
ture as endorser, inserted the fictitious name of Adolph Zitman as stockholder,
wrote Zitman’s name as endorser, and pledged the certificate with Brown & Co.,
who received it for value in good faith and without notice or knowledge of the
theft or alteration. Does the loss fall upon Whitestone & Co. or upon Brown
& Co.?
Answer:
The common law rule puts the loss on Brown & Co. The true owner of a
stock certificate prevails over a bona fide purchaser in a situation where theft
and forgery have intervened between the two.
Any alteration does not deprive the true owner of title to the certificate in
the absence of negligence or consent of the true owner.
The uniform stock transfer act does not change the common law rule in this
situation. Brown & Co. should have ascertained the genuineness of the cer
tificate before purchasing.
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No. 5 (10 points):
Hoven sold a horse to Turner, to be paid for upon delivery at Turner’s resi
dence. Hoven instructed Turner to pay Hoven’s agent who would deliver the
horse. Upon delivery, Turner gave the agent a cheque drawn to the order of
Hoven. The agent endorsed Hoven’s name on the cheque and Turner, at the
agent’s request, guaranteed the endorsement. The agent cashed the cheque
and disappeared. Does the loss fall upon Hoven, upon Turner, or upon the
bank at which the agent cashed the cheque?
Answer:
The loss falls on Turner. The misappropriation of the proceeds of the
cheque was made possible by the act of Turner in guaranteeing the special
agent’s endorsement of Hoven’s name. This was purely a matter of accommo
dation to the agent after Turner had received the horse for which he had given
the cheque in payment.

Group II
Answer any five questions in this group. No credit will he given for additional
answers, and if any are submitted only the first five will be considered.
No. 6 (10 points):
On August 1, 1932, an ice company by a valid contract sold 7,000 tons of ice
to Whitney, who agreed to pay for and remove it by November 1, 1932. On
September 3, 1932, Whitney, who had paid no part of the purchase price, noti
fied the ice company that he would not take the ice. What remedies has the
ice company?
Answer:
(1) The ice company may rescind the contract by giving Whitney notice.
(2) The ice company may treat Whitney’s notification as an anticipatory
breach and may sue immediately for damages caused by the breach.
(3) The ice company may wait until the date set for performance and then
may tender the goods and sue for the purchase price, or it may maintain an
action for damages measured by the estimated loss directly and naturally re
sulting from the breach, which in the ordinary case would be the difference
between the contract price and the market or current price at the time when the
goods should have been accepted.

No. 7 (10 points):
Ingle gave a cheque for $142 drawn on the First National Bank of the town
of X to Case, who received it on the morning of November 19, 1930. Case sent
his clerk to the First National Bank, on which a run had started at 9 A.M. The
clerk took his place in line. which he held until 1 P.M. when he left and went to
lunch. Upon his return he took his place at the end of the line, but the bank
stopped paying at 2 P.M., before the clerk had reached the paying teller’s
window, and the bank did not reopen thereafter. Other persons who took
places in the line after the clerk had joined it in the morning had their cheques
cashed. Ingle had sufficient funds in the bank to meet all cheques drawn by
him. Can Case recover in an action against Ingle?

Answer:
In view of the run on the bank, Case has the duty of presenting the cheque
for payment as soon as reasonably possible. It will be a question for the jury
whether this was done in the case. Was it the conduct of a reasonable man to
leave the line for lunch? I should think something would depend on how far
the clerk had advanced towards the head of the line.
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If it is held no negligence for the clerk to leave the line, Case can recover
$142. If it is held negligence, Case’s recovery will be reduced by the amount
that Ingle’s dividend from the bank is reduced by the non-cashing of the cheque.

No. 8 (10 points):

Danver was asked by Reid to become a co-surety with Taylor for an obliga
tioned owed by Reid to Pawling. Reid had prepared a written guaranty in the
body of which the names of Danver and Taylor as sureties appeared. Danver
signed this guaranty upon the express condition that Reid would procure Tay
lor’s signature before delivery to Pawling. Reid ignored this condition and
gave the written guaranty to Pawling without Taylor’s signature. Can Pawl
ing collect from Danver upon Reid’s default in the payment of his obligation to
Pawling?
Answer:
Pawling can not collect from Danver. The written guaranty as presented
to Pawling was incomplete on its face in that the body of the guaranty bore the
names of Danver and Taylor as sureties but Danver only had signed. This
should have put Pawling on inquiry, and if he had asked Danver he would
have learned that the document was not to have been delivered until Taylor
had signed.

No. 9 (10 points):
The Jefferson Plan Corporation was a Delaware corporation having its execu
tive office in Philadelphia, Pa. One of its vice-presidents was served with a
summons in Trenton, N. J. The corporation had not procured a permit to do
business in New Jersey. It appeared that the vice-president who was served
with the summons had an office in Trenton in which he devoted his time to
research work on matters affecting the Jefferson Plan Corporation, to the edit
ing of printed literature for that corporation, and to the training of employees
for it. Do these facts constitute doing business within New Jersey to such an
extent as to give the courts of that state jurisdiction of the Jefferson Plan
Corporation?
Answer:
This sort of a question can not be answered accurately as decisions vary
widely on the question of what is doing business, and it is usually a border-line
question. It has been held that research work and training employees is not
doing business to such an extent as to give the courts jurisdiction.

No. 10 (10 points):
Anthony held a life-insurance policy to which was attached a supplemental
contract providing double indemnity for death caused by external violent and
accidental means, for which he paid an additional premium. By the terms of
the policy this supplemental contract could be discontinued “upon request of
the insured and the presentation of the policy to the company for cancellation
of this provision.” The policy provided also that no person except certain offi
cers at the company’s home office was authorized to modify or waive any of the
terms of the policy. On March 20, 1930, the company’s local agent received
from Anthony and mailed to the company’s home office in another city the
policy and Anthony’s written request for the cancellation of the supplemental
contract. On that evening Anthony met with ah external and violent accident
which caused his death at 1 A.M. on March 21, 1930. The policy and request
for cancellation were received by the company at 8:30 A.M. on March 21,1930.
Can the company be held for double indemnity?
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Answer:
The insurance company can be held for double indemnity in view of the fact
that the policy and request for cancellation were not received at the home office
of the company until after Anthony’s death. Receipt of the policy by the com
pany’s local agent was not sufficient.

No. 11 (10 points):
Zindle, a jeweler, gave Mrs. Chapman, a prospective customer, a diamond
brooch of the retail value of $5,200 to wear while she was deciding whether or
not to purchase it. Mrs. Chapman was accustomed to wearing expensive jew
elry, and at all times when she wore this brooch she wore other expensive pieces
of jewelry of her own. To all of the jewelry she gave what women of her social
standing regarded as reasonable care. Nevertheless, the brooch was lost or
stolen. Must she pay for it?

Answer:
Mrs. Chapman is not legally bound to pay for the brooch. This is a bail
ment for mutual benefit. Mrs. Chapman is not responsible if she has taken
ordinary or reasonable care and loss or theft of the bailed property occurs.
Ordinary or reasonable care means such care as ordinary prudent individuals
as a class would exercise in caring for their own property in like circumstances.
Using this standard Mrs. Chapman took reasonable care of the brooch and the
loss falls on Zindle.
No. 12 (10 points):
The Falk Company purchased the business of the Kissel Company, taking
over its assets and assuming its liabilities. Among those liabilities was one to
the state of Wisconsin for income taxes for the year ended on the date of pur
chase. The Falk Company paid those Wisconsin income taxes in the year
following. Can it lawfully deduct the amount of them in computing its federal
income tax for the year in which they were paid?
Answer:
The Falk Company is not entitled to deduct the amount of state taxes paid
for the Kissel Co. in computing its own federal income tax for the year in which
they were paid. The money paid for these taxes was part of the consideration
for the purchase of the Kissel assets, and was therefore a capital expenditure by
Falk. It can not be deducted for income tax purposes.
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ACCOUNTING EVOLUTION TO 1900, by A. C. Littleton, American
Institute Publishing Co., New York. 368 pages.
The title of Professor Littleton’s book, Accounting Evolution to 1900, is al
luring. Accounting had surely passed the adolescent stage in 1900; it had,
indeed, in many respects attained a sober maturity by that time. Since then,
unfortunately, it has given indications of not having finished sowing its wild
oats. Yet much has transpired of which serious account must be taken.
In America the early years of the twentieth century have brought the
income tax with its severe repercussions on accounting; no-par-value stock
and the flexibility of stated capital; the vertical integration of industrial organi
zations with the resultant problems of inventory valuation; the practice of
gauging market value on the per-share-earnings basis, with little regard to asset
value; the general adoption of the budget system; and many other develop
ments, some of which may in course of time be viewed as steps in the evolution
of the art.
It is a lesson in perspective to find how important and valuable a work on
accounting can be which stops short of touching upon these many things, amid
the turmoil of which the practice of accounting has been conducted within the
experience of most living accountants. Professor Littleton is writing from the
larger viewpoint—that not merely of the historian, but of the interpreter of
history. It is fair to speak of evolution as applied to accounting, even though
the type of evolution has been Bergsonian rather than Darwinian, and a student
of the art on that plane must of necessity look behind rather than around him.
Professor Littleton’s book is in no sense a duplication of the earlier works of
Richard Brown (History of Accounting and Accountants, Edinburgh, 1905) and
John B. Geijsbeek (Ancient Double Entry Bookkeeping, Denver, 1914). In
those volumes will be found facsimiles of and references to much of the source
material upon which Professor Littleton’s deductions and interpretations are
based, but his treatment of the subject is entirely novel. Those who are fortu
nate enough to possess copies of those works will be sent back to them with
renewed interest and increased understanding after reading Accounting Evolu
tion, but the latter stands independent of the others as an analysis; it recon
structs the frame where they present merely some fragments of the skeleton.
Furthermore, Professor Littleton presents, as no other writer has done, a study
of the development of accounting thought and practice in the nineteenth
century.
Professor Littleton divides his book into two parts: the evolution of double
entry bookkeeping, which is dealt with in ten chapters, and the expansion of
bookkeeping into accountancy, to which twelve chapters are devoted. The
titles are sufficient to indicate in a broad way the difference in treatment which
the subject is accorded in the respective sections. Both parts, however, tra
verse the entire history of the art, though the second section naturally deals to a
greater degree than the first with modern developments.
The bibliographical references are copious and grouped conveniently at the
end of each chapter. Here is an index to the important members in the fabric
of accounting literature!
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In the later chapters of the second section one may feel that a somewhat
heavy emphasis is laid upon the influence of bankruptcies and the bankruptcy
acts in England in the development of experts in accounting. Is there sufficient
evidence in the available literature on the subject as to the use during this same
period of expert accountants by enterprises which managed to remain solvent?
And may it not be that the accountants employed in private service with pros
perous concerns possessed a higher degree of skill and contributed more to the
development of accounting theory than many of those who thrived on the more
circumscribed practice of the bankruptcy courts?
One’s mental processes are necessarily stimulated by a book of this character.
It may not be unduly presumptuous to venture some inquiries prompted by
Professor Littleton’s development of his subject.
It appears that some of the writers who have dealt most clearly with the
principles of double-entry bookkeeping, beginning with the revered Paciolo,
have been mathematicians. One can not escape the feeling that double-entry
developed in its present form after the pattern of the algebraic equation and
that all its difficulties are removed when that pattern is kept in mind. Even
Sprague seems to fail signally when he departs from the mathematical form
and adopts the formalism of dogmatic rule.
Neither the factorship or agency theory on the one hand nor the proprietor
theory on the other accounts in any satisfactory manner for the offsetting of
debits and credits in personal accounts by credits and debits, respectively, in
nominal accounts. All the principles of double-entry and its proof of arith
metical accuracy would have been served equally well had the proprietorship
group of accounts, including profit-and-loss and its subdivisions, been treated
as a controlling group for the personal and real accounts. Double-entry in the
true sense would then have consisted in the posting of two debits or two credits
for each transaction involving a nominal account. The result would have been
logical and the two groups of accounts would have continued to show the same
net balance as long as clerical accuracy was maintained. The pattern, however,
would have been Euclidian rather than algebraic and the algebraic form evi
dently responds to a more elemental idea in human psychology.
Another thought which it would seem could be stressed is that textbooks,
legislation and even judicial decisions in all probability have rather codified
and given sanction to the best practice and thought of their time than estab
lished new principles or blazed new trails. One feels a conviction that ac
counting theory and principles have led the way and the record has been built
up a trifle later. Accounting is not a pure science that has enlisted the interest
of workers in its field for its cultural value alone. Its growth has come through
its application to practical needs. Equally, too, the importance of the influence
upon accounting of corporate development and of the concept of limited liabil
ity may easily be over-stressed. It is hardly conceivable that investors would
embark upon any enterprise as silent partners until satisfied that human in
genuity had already solved the problems involved in rendering a proper ac
counting for the results, and the law would similarly look to the adequacy of
accounting safeguards to creditors before permitting any radical extension in the
principle of limited liability.
In the chapter on depreciation there is extended reference to the practices
followed in railroad accounting. It is a little surprising, therefore, that no
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reference is made to the double-account system under which the English rail
road accounts were kept. This undoubtedly influenced very strongly the
attitude of railroad accountants toward depreciation.
While the subject of cost accounting lacks the fascination which surrounds
the story of the growth of accountancy in its more primitive forms, the chapter
in which Professor Littleton deals with it is very useful and highly interesting.
One may be pardoned a certain degree of curiosity on two points perhaps
too insignificant to be dealt with in such a work. When were controlling ac
counts first used? Who invented the imprest system of handling cash funds?
And now let it not be thought that any of these random comments is made by
way of criticism. Professor Littleton’s book is too distinguished, too definitely
in a class by itself, for that.
Herbert C. Freeman.
ADVANCED ACCOUNTING, 1, by Charles H. Langer, Walton Publishing
Company, Chicago. 1933. 316 pages.
Certain newly issued texts on general accounting theory and practice, al
though increasing the number of books available, well may be considered as
rather a deplorable lot. But now and then some volume appears which merits
comments that label it a good book; such is the text under review. Some may
feel that other authors have covered the field of the present book as well, even
better, yet the opinion is ventured that Mr. Langer has done his task in a most
thorough and commendatory fashion.
The book is divided into thirty lectures, not chapters. Each lecture is paged
as a separate unit; but inasmuch as the table of contents and the index have
been carefully prepared, the lack of the usual paging need not be considered
seriously. Further, although there are only 316 pages in the book, the size is
81/2 x 11 inches. This fact, narrow margins and a compact type size cause each
page to approximate 21/5 times the usual one; hence, it seems that the book is
equal in size to one of about 700 pages.
Certain reviewers may consider this volume as badly arranged, looking at it
from a teaching viewpoint. They would insist that no justification exists for
approaching the subject of advanced accounting by discussing single-entry,
especially when the discussion is in considerable detail. Pure theorists un
doubtedly cry “taboo” on single-entry, whereas the practical writer with ideas
mellowed by an excellent knowledge of usable theory realizes the importance of
single-entry even in this day and the difficulties met in practice when single
entry is not thoroughly understood.
Lectures 3, 4, and 5 are concerned with financial statements: working papers
closing the books, departmental distribution of expenses, expense statements,
statement form and content and reversing entries. The material is meticulously
discussed and illustrated, great care being evident in the handling of the
detail. Only a pitifully small handful of books contain anything on reversing
entries.
Lectures 6 through 11 cover thoroughly and in a comprehensive manner the
subject of partnerships. If anything, the creditable attempt herein to build up
a sound background and accounting procedure is a bit overdone, inasmuch as it
is doubtful whether or not the average accounting student can “follow the
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gleam” through the discussions offered. Further, in contrast to certain
matters purely advanced in character, there are others which it seems well could
be of the knowledge one assumes the student should bring to his work in ad
vanced accounting.
The next seven lectures relate to the general subject of corporations, the
detail being voluminous, to say the least. Lectures 16,17 and 18 offer an interest
ing and valuable contribution on the subject of treasury stock—its purchase,
sale and cancellation. I believe that this discussion goes further, and is more
complete, than anything previously available.
Lectures 19, 20 and 27, on the subjects of profits, surplus and reserves, con
tain a most carefully prepared theoretical discussion which should be of value in
clarifying the present confused situation in regard to terminology related to
these matters.
Lectures 22 and 23 cover the statement of new assets and their application.
Something new is offered on the set-up of this valuable statement. Lectures
24 and 25 discuss the statement of affairs and statement of deficiency and the
realization and liquidation statement. Lecture 26 is on depreciation.
Lectures 28, 29, and 30 are concerned with funds and related reserves, good
will, secret reserves and statement analysis. Nothing particularly new seems
to be offered in these chapters.
Mr. Langer has brought to this work the essence of his years of experience in
and knowledge of accounting, coupled with the carefulness and truth-seeking
qualities of the true student. The production of this book should give him a
sense of satisfaction and the knowledge of a task well done.
George E. Bennett
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[The questions and answers which appear in this section of The Journal of
Accountancy have been received from the bureau of information conducted
by the American Institute of Accountants. The questions have been asked
and answered by practising accountants and are published here for general in
formation. The executive committee of the American Institute of Account
ants, in authorizing the publication of this matter, distinctly disclaims any
responsibility for the views expressed. The answers given by those who reply
are purely personal opinions. They are not in any sense an expression of the
Institute nor of any committee of the Institute, but they are of value because
they indicate the opinions held by competent members of the profession. The
fact that many differences of opinion are expressed indicates the personal nature
of the answers. The questions and answers selected for publication are those
believed to be of general interest.—Editor.]

DIVIDENDS ON CUMULATIVE PREFERRED STOCK
Question: A corporation was formed in 1925, with an authorized capital stock
of $1,000,000 described in the charter as follows:
“The said ten thousand shares of one hundred dollars each are preference
shares and shall confer upon the holders thereof the right to a fixed cumulative
preferential dividend at the rate of seven per centum per annum on the amount
paid up thereon from time to time—etc.”

There was sold in 1925, $500,000 of this stock entirely paid up.
There was sold in 1928, $100,000 of this stock fully paid up.
There was sold at December 15, 1931, $100,000 of this stock fully paid up.
There remains $300,000 of this stock unissued.
There have never been any profits out of which the directors could legally
pay dividends and therefore no dividends have ever been declared (December
31, 1931).
If in 1932 this corporation has a substantial profit out of which the directors
legally may declare and do declare dividends, do the holders of certificates of
original issue in 1931 and 1928 share equally with the holders of certificates
originally issued in 1925 and with each other, or do the dividends accrue only
from the date of original issue of each individual certificate?
Please cite court cases where possible.
From the viewpoint of the corporation it would seem unjust that it should
have to pay dividends accrued for seven years upon money that has only been
invested in the business for a few months.
On the other side of the question it may be held that when the corporation
sold stock in 1931 it received as part of the purchase price consideration for the
accrued dividends, and since there is only one class of stock, every certificate
will draw identical dividends.
Some lawyers take one view of the question, while other lawyers’ viewpoint is
the opposite. Similarly stockbrokers have divergent views. No authoritative
decision has as yet been pointed out to us.

Answer No. 1: In the case submitted by your interrogator, the charter pro
vides that the preferential dividend shall be “at the rate of 7 per cent. per
annum on the amount paid up on the preferential shares from time to time.”
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In order to comply with this provision, it would appear that the dividend would
have to be calculated from the respective dates on which the shares were paid
up, as otherwise the payment would not be “at the rate of 7 per cent, per
annum on the amount paid up from time to time.”
The rights of holders of cumulative preferred stock, however, depend upon
the agreements relating thereto, including the charter and by-laws of the com
pany in question. Therefore, the answer to the question raised depends upon
the interpretation of those agreements. While various courts have, from time
to time, passed upon several matters relating to cumulative preferred stocks,
we have not found a case which deals with the precise point now raised. How
ever, in the department of "Practical points in accountancy law” in The Ac
countants’ Magazine for July, 1928 (volume 32, no. 317, page 437), the following
discussion, under the heading of “Recipients of arrears of cumulative divi
dends” appears and may be of interest in dealing with the question now raised:
“ In the well-known case of In re Walkley (1920), the principle was definitely
laid down that when a company has for several years passed its preference
(cumulative) dividend, and then finding itself in funds declares a dividend for
the past years, plus a dividend for the year then current, such a declaration is
not a declaration of three dividends but of one, and that for the year in which
it is declared, although its amount is conditioned by the fact that in previous
years no dividends had been paid. The principle of that decision is that a
shareholder has no right to a dividend whether cumulative or otherwise till
there are profits available.
The recent case of First Garden City v. Bonham Carter is a further and some
what unexpected application of the judgment in Walkley’s case. In that in
stance the articles of the company provided for the payment upon all its ordi
nary shares of a cumulative dividend not exceeding 5 per cent., but no provision
was made as to how any arrears would be dealt with. The ordinary shares had
been issued in blocks from time to time over a number of years, and the question
arose as to the rights of the holders of such shares to participate in the paying
off of a certain portion of accumulated arrears. It was contended for the hold
ers of shares issued on the earliest dates that they were entitled to a priority
over the holders of shares issued on later dates, and that they were entitled to
exhaust the fund available for paying off arrears. It was found, however, that
no such priority existed, and that the fund available for paying off arrears must
be ratably divided amongst the holders of all the shares in proportion to the
amount of arrears owing to them.
In his opinion In re Walkley, Lord Justice Younger expressed the view that
the principle of that decision would not deprive the holders of shares which
might have been issued on earlier dates of their right to receive the whole fund
available for dividend, but Tomlin, J., in giving judgment in the First Garden
City case, observed: ‘ I can find nothing in the nature of a priority. The divi
dend, having regard to re Walkley, is quite clearly a dividend for the current
year, and it seems to me consistent with the decision of the court that I should
hold that, in the absence of something which gives an express priority to one
year over another, all the shares have to rank pari passu in regard to their total
claim in respect of all the years’.”
This decision may not, of course, apply as a precedent in the jurisdiction
your correspondent has in mind.

Answer No. 2: In this problem it is set forth that a corporation was formed in
1925, with an authorized capital stock of $1,000,000 consisting of 10,000 shares
of $100 par stock said to be preference shares conferring upon the holders the
right to a fixed cumulative preferential dividend at the rate of 7 per cent.
per annum on the amount paid up thereon from time to time. This problem
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emphasizes the fact that ridiculous situations are created by carelessness at the
formation of corporations.
The authorization of “preference” shares carries with it the implication of
another or other classes of shares against which the preference is exercised, but
here it is stated that the entire 10,000 shares are “preference” shares and it
can not be considered that it was intended that the preference should operate
merely within this one class of stock in respect to groups of shares issued at
different dates. It must be concluded, therefore, that the term “preference”
is meaningless and by the same reasoning that the term “cumulative” is also
meaningless.
If the above be conceded, it must then appear that the situation is precisely
the same as though the stock in question had been called common stock and
that all stock outstanding at the date of a dividend would be entitled to the
same treatment.
It would be interesting to know under what conditions the issues of 1928 and
1931 were marketed. Was it suggested that stock previously issued would
have preferential treatment in the matter of dividends over that to be accorded
to new stock? If the new stockholders were advised of such a limitation on the
value of their stock, they would doubtless be bound. If they were not advised
except through the imprint of the dubious paragraph on stock certificates, it
seems to me they have a right to expect parity with all stock previously issued.
The suggestion that the stock sold in 1931 carried in its purchase price con
sideration some value for accrued dividends does not seem to be tenable. On
the other hand, the suggestion which is advanced from the viewpoint of the
corporation that it would seem unjust to pay dividends accrued for seven years
upon money that had been invested only for a few months seems to be entirely
valid.
The common sense view of the situation is that the original capital contribu
tion of $500,000 had not earned any profit up to December 31, 1931, and was,
therefore, not entitled to any dividends up to that time. The same is true of
the stock issued in 1928, so that at December 31, 1931, none of the stock out
standing had earned or was entitled to any dividend. Therefore, unless the
charter specifically provided for preference as between the respective issues,
all stock outstanding at December 31, 1931, was entitled to the same treatment
in subsequent periods.
This narrows the discussion to an interpretation of the phrase “ on the amount
paid up thereon from time to time. ” It certainly is not clear that this phrase
was meant to distinguish between groups of shares but rather was meant to care
for the possibility of shares being issued with provision for part payment at
various dates.
The problem submitted does not, of course, involve any accounting principles
but merely calls for an interpretation of a vague declaration in the charter. It
is not surprising that lawyers differ on it.
You ask me to cite court cases where possible. It does not seem to me that
you could obtain any court cases which would fit.
I venture the opinion, however, that if the matter were brought before a
court, it would be decided that these shares were in effect common stock and
that dividends after December 31, 1931, should be distributed equally to all
shareholders.
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Examinations conducted by the American Institute of Accountants and by state
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By H. A. Finney, H. P. Baumann and Spencer Gordon
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principle of the Institute’s board of examiners that no official answers shall be
made known.
The present volume does not contain official answers, but rather the expression of
the well weighed opinion of excellent authorities as to what constitutes a compre
hensive answer to each of the questions asked during the five-year period ended in
November, 1931. It seems fairly safe to assume that any candidate who offered
answers equal to those which appear in this book would pass with high honors.
The book does not contain the problems and questions themselves but merely
solutions and answers. By this plan of separation the volume of questions and the
volume of answers can be used independently for class-room and other purposes and
the work of instructors will be simplified and rendered more effective.
The volume of answers is cloth bound, consists of 423 pages and the price is $3.00
delivered in the United States.
Both volumes are published for the American Institute of Accountants
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The new Alexander Federal Tax Service
presents in one loose-leaf binder the complete
text of all the Federal Tax Laws and Regula
tions now in effect. Important sections of the
laws are annotated with leading rulings and
decisions, and further clarified by practical
editorial explanations and illustrations. In
cludes specimen filled-in tax returns.
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